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EDITORIAL
Effect of Bank 
Closings
One of the most pernicious effects of the 
recent epidemic of bank failures and 
bank closings is the destruction of con­
fidence in the minds of the uninformed public. This may be 
illustrated best, perhaps, by concrete example. In one case, a 
woman, receiving a comparatively small salary as a school teacher, 
invested in the stock of three or four small provincial banks. 
She was led to make the investments from time to time by the 
specious promises of salesmen. Every one of the banks in which 
she held stock closed its doors and the savings of a life time, while 
perhaps not absolutely lost, are probably reduced to such a point 
as to be inconsiderable. Indeed when the double liability is 
applied it may result in inroads into this woman’s future income. 
Now, the effect upon her mind and upon those with whom she 
will be associated is a natural doubt of the validity of the whole 
banking business. She will say to herself that had she invested 
in any other kind of business she might have lost part of her 
money during the depression but she would not have lost it all 
and she would still have a chance for recovery when business 
resumed its upward swing. Furthermore she will, perhaps un­
consciously, impart her doubts to the children with whom she 
comes in contact. The influence of a school teacher is incalcula­
bly extensive. Thus the unwise investment in unsound banks 
will almost surely lead to an unmerited lack of faith in all banks. 
Another illustration, which is fairly common, is that of the sav-
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ings of school children which in many communities are placed in 
special accounts in local banks. The purpose of this plan is to 
teach principles of thrift and the elements of business management 
to the young people. They are encouraged to save their money 
and to open bank accounts upon which in some cases they are 
allowed to draw cheques. Now, when the banks in which these 
savings are deposited close their doors either temporarily or 
permanently the children’s savings are not available and probably 
will never be repaid in full. The effect of this is to discourage 
thrift, to instil a sentiment of doubt and in many cases to convey a 
similar uncertainty to the minds of the parents, many of whom 
may not have been personally affected by the closure of banks.
It is altogether deplorable that cases of 
this kind must arise. It will be many
a long day before the effect of them shall have passed away. As a 
nation we are given to saving, although we are accounted a spend­
thrift people. The absolutely unparalleled volume of savings- 
bank deposits is indisputable proof of the saving habits of the 
people. No other country in the world has ever had such hoards 
put aside by the people generally. During the terrified period 
at the end of last year a great deal of money was put in savings ac­
counts which might well have been diverted to business enterprise, 
but the people had faith in their savings banks and no faith at all 
in anything else. Thus we witnessed the most extraordinary 
anomaly—a country supposed to be wallowing in the slough of 
despond and having throughout the land savings banks gorged 
with money. Fortunately the number of failures of savings 
banks was very small. The damage that was done to public 
confidence arose from the failures of small discount banks some 
of which had savings departments that, of course, were closed 
with the other departments of the banks. It is all well enough 
to believe that under the supervision of the federal reserve board 
and the various state bank commissions our banks are thoroughly 
guarded. What has happened during the past few months is 
dramatically indicative of the fallacy of that theory. Many of 
the banks failed because they were managed and directed by 
utterly incompetent people, others because there was actual 
crookedness and a few others because of combinations of circum­
stances over which they had comparatively little control. But it 
seems a pity that there is no way by which to prevent the opera- 
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tions of inefficient, or worse, bankers. It might be a good plan 
to have an examination conducted by federal and state authori­
ties to test the business knowledge of bank officers and, even more 
important, of bank directors.
The custom throughout the country is 
to elect men to directorates of banks, 
not because they know anything about 
banking but because their names are supposed to indicate sta­
bility and prestige. Some men accept these positions as a 
kind of honor and then do nothing about their duties. It is the 
old story of the directors who do not direct. But it all 
makes, as we have said, for fear and doubt and uncertainty and 
the whole business structure of the country is overturned because 
of the inefficiency, the bad judgment, the gross incompetence of 
men who presume to call themselves bankers. The bankers 
worthy of their honored calling deserve the sympathy of the whole 
community. Every weak bank is an element which tends to 
undermine the strong bank near it. Every negligent banker 
strikes a blow at his careful, honest competitor — if there be 
competition among banks and bankers. It seems that something 
should result from the experience of recent months. There should 
come some strong law or regulation effective nationally and within 
each state to prevent forever wild and unprepared adventures 
in banking. The public will always be gullible and there will be 
unscrupulous salesmen who will sell the stock of banks or any 
other business enterprise. It seems therefore that the easiest way 
to prevent the offering of valueless bank stocks is to regulate the 
banking business far more effectively than it has ever been regu­
lated in the past and to set some sort of restrictive legislation at 
work to keep out of the banking profession men who have no right 
by training or character to participate.
Then again it is, of course, idle to hope 
for discretion and perspicacity on the 
part of investors. The people who can 
least afford to lose are almost invariably the first to lose. It 
seems as if there might be some institution set up within each 
district or county of every state which could render advice gratis 
to all who would seek it. The cost of operating such an agency
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would be recovered a thousand-fold by the money saved to poten­
tial investors. If such an institution had been in existence, the 
school teacher, whom we have imagined, would have been spared 
the loss of her savings. The authorities of the schools would 
have found a safer depository for the children’s savings. The 
faith of the community would have been maintained. Some years 
ago blue-sky laws, as they were called, were passed in many states 
to prevent the flotation of worthless stocks and bonds. They did 
not accomplish the result for which they were enacted but they 
helped to restrain unsound incorporation. This country has been 
overburdened with legislation and it seems absurd to think that 
we must have still more laws, but when one considers the events 
of recent months, remembers the millions upon millions which 
have been wasted, recalls the fatal trustfulness of investors and 
then looks to the future, it must be confessed that there is 
abundant justification for thinking about more regulation or more 
law. Banking affects every one of us directly or indirectly, and 
yet we do nothing about it. Almost anyone who wants to start 
a new bank can do so by complying with certain formalities which 
are not onerous, and then the door is opened and people are invited 
to come in and pay their money without any assurance whatever 
that they will ever get it again. Before the depression the very word 
bank had become a lure to those who had a little money. They 
entrusted their resources to almost anything that called itself a bank. 
Perhaps some of them have learned a lesson now and the badly con­
ducted institution will have a harder time, if it still survives, to at­
tract the funds of the people, but it is far too much to hope that out 
of the disaster will come complete reformation. It is extravagant 
to hope for anything like total righteousness and strength, but it 
is salutary now and then to think about these things and for each 
one to determine in his own mind to assist in the restoration of 
confidence where confidence may be placed without fear. The 
country could get along very well with a much smaller number of 
banking houses. If all those that have closed should fail to reopen 
there would still be enough banks left in most places to take care 
of the business. That is one effect of the crisis which may be 
expected. We shall not probably have a bank on every corner, 
for the next few years, at any rate. Now if we can have a differ­
ent spirit animating bank directors and their employees it 






One of the unanswered problems of the 
accounting profession is this: What is 
the motive which induces newspapers 
to refrain from mentioning the names of auditors of corporations 
whose reports are published? Everybody knows that the press, 
as a rule, is quite ready to publish the name of every lawyer even 
remotely concerned with any case which is attracting attention, 
but for a reason which we would hesitate to believe could prevail 
generally, it is said that newspapers will not publish accountants’ 
names in the papers. To quote the opinion expressed by a 
representative of one of the large New York papers, the rule is not 
to publish the accountant’s name unless the accountant adver­
tises. But the press of the United States can not have sunk so 
low. If a thing is news it is news, and incidentally if a name of an 
accountant appears and thereby seems to give him a certain 
amount of advertisement, that is no more than is given to the 
lawyer or engineer who is concerned with the creation of news. 
Now, however, it may be interesting to review correspondence 
which has recently taken place between the financial editor of the 
Public Ledger of Philadelphia and the secretary of the American 
Institute of Accountants. A little while ago the secretary of the 
Institute sent a letter on the subject of publicity to important 
newspapers in various parts of the country. The following 
paragraphs are taken from that letter:
“Financial reports of corporations have received extraordinary attention in 
the past two years. Since there has been a diminishing probability of dividends 
and an increasing possibility of receivership in many cases, investors have been 
scrutinizing balance-sheets and profit-and-loss statements with a zeal almost 
unknown in the easy-money era.
“In harmony with this new interest, financial writers in newspapers have 
given noticeably increased attention to the financial reports of corporations in 
which the public is a shareholder.
*****
“The accounts of 66 per cent of the corporations whose securities are listed 
on the New York stock exchange are audited by independent public accountants. 
Undoubtedly an impressive proportion of other corporations is likewise sub­
jected to independent audit.
“The certificate of a reputable accountant is an assurance of the trustworthi­
ness of the statement on which his name appears. It must be by a curious in­
advertence, therefore, that in discussing annual reports of specific corporations 
financial writers almost always fail to mention the name of the accountant who 
certified the statements under consideration.
“The accountant’s name would add much meaning to figures cited in news 
articles. Accounting is not an exact science, although there may be a popular 
misapprehension to the contrary. A good deal of sound judgment and technical 
skill is required to state the financial affairs of a large organization, with in­
volved and varied interests, in such a way that none will be misled.
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"The reputation and professional standing of the accountant who certifies 
a balance-sheet and operating statement, therefore, is of considerable interest 
to the investor, as one is interested in the professional qualifications of his 
physician or attorney.
"Those who depend upon your columns for information about corporate 
reports are entitled to know the names of the accountants who certify state­
ments to which you refer. If it be found, for example, that such an accountant 
has conformed to the professional prerequisites of the American Institute of 
Accountants and has received the certified public accountant certificate of his 
state, it will be significant.”
The Attitude of 
One Journal
Among the replies received was one 
from the financial editor of the Ledger. 
(We are specific in spite of the advertis­
ing which accrues. It seems to us to constitute news of interest 
to the profession.) He said,
“ I do not think that the inclusion of the name of the accountant who audited 
the report of a corporation would be of any particular interest to the readers 
of the paper. Neither do I think that it would add meaning to the figures cited 
in the report of a representative financial institution. Inclusion of the name 
is of interest at times when a financial report is certified to a bankholders (sic) 
committee or to a receiver, or to a court. In those cases it is usually our practice 
to include the name.
“I can understand that the use of the accountant’s name probably would be 
helpful to the accountant in expanding his business or his prestige, but that 
should come under the heading of advertising.”
On March 9th the secretary of the Institute replied as follows:
“ I have read your letter of March 4th with a good deal of interest. It seems 
to me that there are several important indications that the name of the ac­
countant who certifies the financial statement of a corporation is of great in­
terest to the investing public. For example, the New York stock exchange in a 
letter to presidents of listed corporations, dated January 12, 1932, asked that 
the text of public accountants’ certificates be included in annual reports for the 
information of shareholders and the investing public. For several years 
Moody’s Manuals in their descriptions of corporations have included the names 
of independent auditors in cases in which they are available. As you know, 
it is the custom of issuing houses to include the names of auditors in descriptions 
of financial condition which serve as advertisements of new security issues.
“ If the readers of the Public Ledger depend upon your pages for information 
about the financial condition of corporations in which they are interested, they 
would undoubtedly be glad to know the names of the accountants who audited 
the figures which you publish. ”
And on March 11th the financial editor of the Ledger replied again,
“I have read your note of the 9th with interest but I am still of the same 
opinion, which is that the reader of the paper is not particularly interested in 
the name of the accountant who certified the report of a corporation. As a 
matter of fact, in many instances, we do not know what accountant certified 
the report.
“It seems to me that the effort to put this burden on the newspapers has 
behind it a desire to obtain free advertising. It is one of the very first duties 
of the men who pass on copy to keep free advertising out of the news columns.”
The last letter of the series is one by the secretary of the In­
stitute. It reads as follows:
“Of course it would be of benefit to accountants if their names were 
mentioned in conjunction with reports of the financial statements of their
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clients. This benefit, however, would be incidental to the purpose of such 
mention.
“ I fully appreciate the duty of an editor to his advertising department, but 
I am quite sure that you would not argue that any item of news which might be 
of value to the public should be omitted from a newspaper for fear that some­
one might benefit by the publicity.
“The only point at issue in our discussion, therefore, is whether or not an 
accountant’s name as auditor of a corporation whose financial condition is re­
ported in a newspaper is of significance to the public.
“You must have good grounds for your strong opinion in the negative. 
However, the earnest efforts of banks, credit men, stock exchanges, commercial­
paper brokers, investment bankers and other financial agencies to learn about 
the qualifications of public accountants who have audited financial statements 
upon which those agencies must rely leads me to only one possible conclusion: 
that the investor who likewise must rely on those financial statements would be 
equally interested to know the identity of the professional accountant who 
accepts responsibility for the trustworthiness of the figures.
“No one will sympathize with this view, probably, unless he understands 
that financial statements are not wholly matters of fact, but reflect to a large 
extent the opinion and judgment of those who prepared them.
“There is, of course, no way to prove what the public might desire except 
by asking the public itself, and that must be done through the columns of a 
newspaper. I think the results would be interesting if you were to publish 
some comment which would invite expressions of opinion from readers on the 
point which we have been discussing.”
No Advertisement, 
No News
Now, it seems almost superfluous to add 
anything to the arguments in the 
correspondence printed above. The 
Public Ledger is an important newspaper and generally well edited. 
Its influence in the city of its origin is considerable. It is read, 
we are told, by financial men, business men and the investing 
public. Yet we find the financial editor of that paper stating in 
black and white that there is no particular news value in the 
identity of the accountant whose name is attached to a balance- 
sheet. We can not imagine how so incorrect an opinion can be 
held by one who occupies a position which should bring him in 
touch with financial conditions. Bankers feel a very vital interest 
in the identity of an accountant in any question of credit, flotation 
of securities or similar adventure. Indeed, many bankers go so 
far as to think too much of the identity of the accountant and to 
regard the name as more important than the certificate. In past 
years we have drawn attention to cases in which bankers have 
openly stated that they did not read a certificate if they knew 
the name of the accountant. In other words an accountant might 
damn the conditions of a corporation and the banker would not 
notice the damnation if he knew the name of the accountant. 
Yet an editor of the Philadelphia Public Ledger informs us that 
there is no interest in the identity of the accountant. For 
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purpose of illustration let us assume that some great corporation 
proposes to float an issue of securities amounting to many mil­
lions of dollars. The whole value of these securities is prob­
lematical and the public is compelled to rely upon a certificate of 
some independent authority. That, of course, means that an 
accountant or an accounting firm will be called in to make an 
analysis, present a report and inform the public exactly what the 
conditions are. Would the Public Ledger agree with us that the 
identity of the accountant in such a case might have some little 
importance? There are, unfortunately, accountants less worthy 
than other accountants. If we follow consistently the theory 
enunciated in this correspondence a certificate by the most com­
petent firm in the world would have no more influence or interest 
than a certificate by an unknown and possibly unscrupulous 
person. The whole thing is so preposterous that it seems rather 
unnecessary to argue about it. There is no possibility of a dif­
ference of opinion among fair minded men. We publish the 
correspondence because many members of the Institute and 
other accountants often wonder why the newspapers seem to 
boycott accountancy. We have it now on the authority of some 
one who should be able to speak with knowledge that it is the 
horrid fear of granting a little free advertising which is back of 
the profound silence. The truth is that accountants are forbidden 
by their own conscience and their codes of ethics to advertise, 
and the newspapers feel hurt about it. Well, lawyers have been 
forbidden to advertise from the beginning and physicians and 
surgeons and a host of other professional men are not permitted 
to advertise. It is all very sad, no doubt, but in spite of that 
sadness there is an element of humor in it which is delightful.
Speaking of 
Advertising
It is the custom of The Journal of 
Accountancy to publish from time to 
time outstanding examples of accom­
plishment in the broad field of accounting. Some times an 
advertisement is reproduced. At other times a circular letter 
of some sort seems to merit consideration. Such a thing is now 
before us. It reads as follows:
“Students. Earn your tuition fees and more by soliciting accounts for a 
reputable Public Accounting firm operating in New York, New Jersey and 
surrounding territory.
“See your dad, relatives and friends. If they are in business, they must 
employ the services of an accountant. Hence, you should get the preference.
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“We do all the bookkeeping for one fourth the pay of the average girl, and 
do it to perfection.
“We arrange the fee with your prospect.
“No account too large—None too small.
“ Your personality and influence will get the prospect. We do the rest, and 
the commission is yours.
“Your commission for each account recommended is equivalent to the 
amount we receive for one month’s fee.
“For example: An account paying $10.00 per month—Your commission 
$10.00, an account paying $25.00 per month—Your commission $25.00, an 
account paying $30.00 per month—Your commission $30.00, an account paying 
$50.00 per month—Your commission $50.00, etc.
“For further particulars, write for an appointment.”
We present this splendid example of what advertising can do and 
we suggest that each accountant who reads it prepare his own 
comment upon the matter. This letter should give great en­
couragement to those who advocate advertisement of a profes­
sional nature. There may be accountants who will say that this 
thing is altogether bad but that good circular letters might be 
written. Perhaps, but there is really very little difference be­
tween this noble example and the best that we have ever seen. 
They all do or attempt to do the same thing.
From Lack of Abun­
dance the Mouth 
Speaketh
When a great many men are out of 
work and have no prospect of activity 
their minds are almost certain to be­
come slightly distorted. An empty
stomach is a poor aid to perspective vision. Indeed, oculists tell 
us that the optic nerves and the digestive organs are inseparably 
involved. Consequently it is not astonishing to receive letters 
which indicate a lack of that sense of proportion which should 
Characterize an accountant above all other men. Sometimes 
we receive anonymous letters which accuse the profession, the 
Institute, The Journal of Accountancy, its editor and even its 
office boys of all manner of crime, from violation of the prohibition 
laws to blasphemy, high treason and murder. At other times 
the writers of letters have the courage to sign their names. For 
example, the following letter was received the other day. It bore 
what was intended to be a signature, but it was scarcely legible. 
However, the identity of the writer is not important for the pres­
ent purpose. The writer says:
The enclosed circular was sent to a former Journal of Accountancy sub­
scriber. If you want to know why the subscription was not renewed then the 
following lines will be much to your benefit.
It is not a question of spending $4.00. Your magazine simply does not 
represent the true sentiment in the profession of ALL that participate in the 
work.
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The big firms are the ones that organized the Institute and their viewpoint is 
backed. The staff members who far outnumber the bosses are not represented 
at all. The big accounting firms right now are engaged in a shameful abuse 
of the unemployment crisis by requiring their staffs to work twelve hours per 
day without extra compensation.
These men will some day get into private accounting practice and they will 
thus have learned for how “cheap” the firms get their help. They know that 
high and correct fees are unnecessary. This is simply demoralizing to the pro­
fession. An article in your magazine on “What Do You Pay Your Help” 
(or perhaps better in the Institute Bulletin) ought to be written to wipe out 
this deplorable state of affairs. The chances are though that this will not be 
done because you are afraid to come out with such an article. But rest assured 
many men are throwing accountancy to the winds and soon enough you won’t 
have enough subscribers to make your magazine a paying proposition any 
longer. Back issues of the magazine are unsalable and for that reason can be 
examined in the library. There is no basis for supporting you unless you are 




We are, of course, sorry to think that 
one of the former readers of the Journal 
feels that the magazine is not rep­
resentative of the sentiment of the profession, and it is particularly 
distressing to be told that the “viewpoint” of the big firms is 
backed. If we read this letter aright the author of it seems to feel 
that the accounting firms, big and little, should not pay their 
employees less than they actually receive for the services of such 
employees. In other words, if a man on the staff of an accounting 
firm is paid $60.00 a week his services should be charged to the 
client at $10.00 a day; or, to put the matter otherwise, if the 
client is charged $25.00 a day for the services of a staff accountant 
that staff accountant should receive $25.00 a day. This in­
dicates how strangely hunger may affect one’s way of looking at 
things. An accountant should know that there are elements of 
cost other than labor. He might also be expected to make al­
lowances for a slight margin of profit—else how could the large 
firm, or the small either, carry on? It would be easy enough to 
laugh at the complaints of this letter-writer but he probably has 
lost his sense of proportion and one can sympathize with him. 
We are not at all afraid to describe the rates of salaries, but it is 
impossible to give accurate figures, because the conditions in 
different parts of the country vary considerably. Perhaps it is 
quite reasonable to estimate that a competent senior accountant 
in New York or Chicago is paid at the present time $300. a month. 
A junior in the same cities would be paid probably $150. a month. 
In some centers of activity, further removed from the metropoli­
tan areas, the salaries of seniors would probably be $250. a month
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and of juniors $100. to $125. There are, of course, exceptional 
men in all localities who receive higher compensation. The 
figures which we have given are an attempt to indicate an average. 
The letter-writer’s comments upon the unsalability of back issues 
of this magazine are merely an expression of pique. They are 




The complaints which are made about 
the salaries of staff employees are closely 
related to complaints about the dif­
ficulty of C. P. A. examinations. The fact that a great many men 
have failed in examination seems to be confused, in the minds of 
the disappointed applicants, with what they honestly believe to 
be a general effort on the part of accounting firms and practition­
ers to prevent the success of newcomers. Many of these men do 
sincerely believe that C. P. A. boards and even the Institute’s 
board of examiners will not regard favorably an attempt to enter 
the profession lest the ranks become overcrowded. A subscriber 
sends us a letter written by one of the great army of the unem­
ployed. It is the kind of letter that makes one sad. Like the 
letter which was quoted above it indicates a loss of perspective. 
The writer says:
I understand why you have refused to help me obtain a position.
I mean this as an honest discussion of the matter. I have no ill feeling 
toward you and sincerely hope you will have none toward me.
The fact that I might possibly become a C. P. A. and practice in----- is
naturally distasteful to you. I can readily understand and could not possibly 
blame you for your stand in the matter.
I am willing to promise, in writing if necessary, not to encroach on your 
territory.
I have a lot of studying to do before I can possibly think of taking the C. P. A. 
exam. It may be a year or two.
I am badly in need of a position. I hope you will pardon me if my letter 
seems to be too presuming.
I realize that, at present, vacancies are exceedingly scarce but I know you 
could help me with your influence.
Your friendship and efforts to help me land a small bookkeeping position 
would be greatly and forever appreciated by----- .
There Is No Barrier 
to the Competent
This is a pathetic letter, but it should be 
published because it illustrates so viv­
idly the sentiments of people who have
suffered most acutely in this time of shrunken business. It must 
be said, however, that such sentiments are not justified. There 
is no reputable accountant who thinks for a minute that he can 
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keep the frontiers of the profession closed. There must be move­
ment in and out, and every wise man knows that. At this 
moment there is not enough accounting to occupy the full time of all 
practitioners, but in the ordinary course of events there is enough 
for all and to spare. Furthermore, as business men learn the ad­
vantages to be derived from adequate accounting, more and more 
practice will be available. And there must be a steady inflow of 
competent men to take up the burden and to share the profits. 
Those who are out of luck at present can be forgiven for their mis­
understanding, but it is well now and then to remember that the 
complaints which one hears in a time of distress are not always 
fair or true. Every accountant feels a deep sense of sympathy 
with the out-of-work or those who have lost practically every­
thing, but the facts remain and it is a good plan occasionally to 
emphasize them.
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EXAMINATIONS
[Following is the text of the examinations in auditing, law and accounting 
presented by the board of examiners of the American Institute of Accountants, 
May 12 and 13, 1932.]
BOARD OF EXAMINERS
Examination in Auditing
May 12, 1932, 9 a. m. to 12:30 P. m.
Answer all questions, and be sure to give reasons when required.
No. 1 (10 points) :
State in detail how you would audit and verify the notes re­
ceivable of a large trading corporation with several affiliated 
concerns.
No. 2 (10 points):
In auditing the annual report of the Town of X you find all 
the following items of receipts stated under the general head of 
“Revenues”:
1. Taxes received
2. Loan from Bank of X 
3. Dog licences
4. Municipal court fines
5. Bequest from the estate of A to establish town library
6. Street assessments collected from owners of abutting property
7. Permits for parades
8. Sale of worn-out equipment
9. Transfer of balance from street opening to street-cleaning account
10. Deposit by B to cover cost of extra sewer connection
11. Interest on bank deposits
12. Donation from C toward repairs on his street
13. Annual payment under franchise by X Street Railway Co.
14. Fees from town clerk turned in
15. Rent of city dock to steamboat company
16. Assessments on members of police force for pension fund
17. Received from B balance of cost of extra sewer connection (see 10)
18. Newsstand privilege in city hall
19. Proceeds of paving bonds sold at 110
20. State grant for up-keep of state highway within town limits
Re-state these items to show true revenues of the town with 
titles of proper accounts to be credited; and indicate how the other 
items should be shown or treated.
No. 3 (10 points):
What is the value of a balance-sheet that bears only the signa­
ture of the auditor without any accompanying certificate? What 
is your opinion of such a statement?
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No. 4 (10 points):
To what extent is it an auditor’s duty to concern himself with 
the validity and legality of transactions coming within the scope 
of his audit?
No. 5 (10 points):
The A corporation has passed the cumulative preferred divi­
dends on its stock for the past two years. How should this condi­
tion be shown, if at all, in published statements? Give reasons 
for your answer.
No. 6 (10 points):
The Y corporation was originally capitalized at nine million 
dollars as follows:
50,000 shares preferred stock, cumulative, $100 par................... $5,000,000
400,000 “ common stock, no-par, stated value $10 ............... 4,000,000
At the beginning of 1931 it had an earned surplus of $500,000, but 
during the year it suffered an operating loss of one million dollars.
To avoid showing a deficit at the end of the year, the corpora­
tion induced its preferred stockholders to exchange their shares 
of par stock for an equal number of no-par shares with a stated 
value of $50 each, the new stock retaining all the guaranties of 
the original as to dividends, liquidating value and callable value.
After sundry intangible and doubtful assets had been written 
off, the corporation’s balance-sheet as of December 31, 1931, 
showed (in totals):










Was this procedure in accordance with sound accounting prin­
ciples? Would you give an unqualified certificate to the balance- 
sheet as stated? Give reasons for your answer.
No. 7 (10 points):
A man for whom you are making an audit and financial state­
ment for credit purposes, has an account with 
which shows:
Stocks purchased on margin...............................
Market value of stocks........................................
Due broker..........................................................
Your client requests you to show on his balance-sheet an item of 
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No. 8 (10 points):
Give three methods by which a company investing in instal­
ment loans (instalments received monthly) may take its income 
into the profit-and-loss account. State the comparative merits 
of the several methods from the viewpoints of economics and of 
taxation.
No. 9 (10 points):
In 1914, Mr. Smith built a frame house costing $8,000 on land 
costing $2,000. He used it continuously as a residence until 
1930 when he sold it for $9,000.
Mr. Smith’s only income is his salary, $5,000, and he has 
deductible expenses for taxes, etc., of $500 and exemption as a 
married man with no dependents.
Indicate the way in which you would prepare his federal in­
come-tax return for 1930 and the advice you would give him in 
regard to payment of the tax, if any.
No. 10 (10 points):
The X Company is engaged in lending money on real-estate 
first mortgages, on which principal and interest are payable in 
monthly instalments over the life of the mortgages. The com­
pany obtains a large part of its funds for loan purposes by issuing 
“insured mortgage bonds” maturing serially. The principal 
sources of the company’s income are commissions on loans made 
and interest on these loans. The principal expenses comprise 
interest on its outstanding bonds, costs of investigating loans, 
surety and trustees’ fees, office expenses, and amortization of 
discount and expense on the “insured mortgage bonds.”
Interest on outstanding loans and on the “insured mortgage 
bonds” is regularly accrued by the company, and it takes its 
commission income into earnings in full during the month in 
which the loans are made.
You are called upon to make an audit of the X Company in 
behalf of investment bankers who expect to purchase an addi­
tional issue of the company’s capital stock and offer it for sale 
to the public.
Assuming that your audit substantiates in all respects the 
technical correctness of the figures shown on the books, would 
you give an unqualified certificate to the resulting balance-sheet? 
Give reasons for your answer.
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Examination in Accounting Theory and Practice
PART I
May 12, 1932, 1:30 p. m. to 6:30 P. m.
The candidate must answer the first three questions and any two 
of the remaining four questions.
Answer no more than five questions.
No. 1 (25 points):
From the following trial balance and accompanying data you 
are required to prepare a balance-sheet, as at December 31, 1930, 






Furniture and fixtures................................................ 20,000
Depreciation reserve—furniture and fixtures............  $ 2,000
Auto. trucks................................................................ 60,000
Depreciation reserve—auto. trucks............................ 20,000
Accounts payable—trade............................................ 45,000-
Accrued payroll and property taxes.......................... 10,000.
Capital stock............................................................... 777,000.
(Authorized and issued, 55,000 shares)
Sales............................................................................. 720,000
Purchases—lumber, steel, etc..................................... 430,000
Wages.......................................................................... 225,000
Depreciation—auto. trucks........................................ 20,000
“ —furniture and fixtures.......................... 2,000
Lease rentals............................................................... 25,000
Selling and administrative expenses........................... 12,000
$1,574,000 $1,574,000
Company A, Inc., rented display equipment on contract, and 
had obtained contracts for $720,000, covering a period of three 
years from January 1, 1930. The contracts provided that the 
company would bill for the earned portion of the contract price 
at the rate of $20,000 at the end of each month, beginning Janu­
ary 31, 1930.
The display equipment available for rental was constructed 
entirely by Company A, and during the month of January, 1930, 
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such equipment was produced at a cost of $600,000, with an esti­
mated average life of five years.
The locations on which the display equipment was erected had 
been leased to Company A for a period of five years from January 
1, 1930, and the leases specified that rents for the full period were 
payable in advance on January 1, 1930.
All display equipment owned by Company A was in use under 
the contracts noted. Maintenance of this equipment in efficient 
operating condition cost the company $55,000 annually.
No. 2 (22 points):
On July 15, 1930, a fire occurred at the plant of the X Corpora­
tion. Two-thirds of the inventory on hand at that date and one- 
half of the capital assets were destroyed.
The corporation had procured a one-year fire-insurance policy 
on January 1, 1930, with coverage of $40,000 on both inventory 
and capital assets, at a premium of $600. After the fire the insur­
ance company allowed the corporation the full amount of its 
claim, based on book values.
There was no salvage value in the property destroyed.
You are requested to prepare a balance-sheet as at July 15, 
1930, and a statement of surplus for the period from January 1 
to July 15, 1930, taking up as an account receivable the amount 
due from the insurance company.
While engaged in this work, you ascertain the following particu­
lars: the inventory at January 1, 1930, was valued at $32,000; 
purchases from January 1 to July 15, 1930, amounted to $36,000; 
and recorded sales, for the same period, to $57,000. You find, 
however, that a sale of merchandise, which was not recorded, was 
made just prior to the fire. This sale resulted in a gross profit 
of $1,500 and was made at an advance of three-eighths over 
cost.
A reconciliation with the bank statement, as of July 15, 
1930, showed outstanding cheques, all dated July 10, 1930, as
follows:
Payable to J. A. Jagger........................................ $ 25.00
“ “ Marshall Company............................ 62.50
“ “ United Savings and Loan Company—
for deposit....................................... 50.00
“ “ Lampey & Co..................................... 402.00
$539.50
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Other items under date of July 15, 1930, were: Cashbook 
balance, $1,462; fixed assets and reserve for depreciation, $11,000 
and $3,000 respectively; accounts receivable, $1,200; notes pay­
able, $2,000; accounts payable, $2,600; and capital stock, $25,000.
A pass-book of the United Savings and Loan Company revealed 
a balance of $1,846 on July 1, 1930.
The surplus, January 1, 1930, was $13,000, and no entries had 
been made in the surplus account subsequent to that date.
From costing a representative number of recorded sales in­
voices, you determine that the gross profit amounted to forty- 
two and one-half per cent. (42½%) of cost.
No. 3 (25 points):
You are retained to audit the accounts of the S Manufacturing 
Company for the year ended December 31, 1931. Prepare a 
balance-sheet, in proper form, as at the close of that year, for 
submission to your client.
You are furnished with the trial balance from the company’s 
books, as of December 31st, as follows:
Dr. Cr.
Cash in bank.................................................... $ 111,869.50
Customers’ notes.............................................. 17,625.75
Customers’ accounts....................................... 228,429.20
Reserve for bad debts......................................
Inventories....................................................... 496,267.50
Due from Canadian branch............................ 30,000.00
Unexpired insurance........................................ 11,350.10
Common stock held in treasury (1,400 shares) 118,200.00
Land................................................................. 28,000.00
Buildings.......................................................... 225,000.00
Machinery and equipment.............................. 150,400.00
Furniture and fixtures..................................... 22,600.00
Reserve for depreciation..................................
Patents............................................................. 34,000.00





First-mortgage, 6 per cent bonds...................
Preferred, 6 per cent stock ($100 par)...........
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Dr. Cr.
Profit and loss.................................................. $ 2,762.50
Dividends on preferred stock.......................... $ 15,000.00
$1,512,742.05 $1,512,742.05
In the course of the audit, you obtain the following infor­
mation :
(1) The first-mortgage, 6 per cent bonds were issued February 1, 
1929, and mature February 1, 1939. Interest is payable 
February 1st and August 1st, and has been entered on the 
books as paid. There has been no change in the bond- 
discount-and-expense account since the issuance of the 
bonds.
(2) The land and buildings are carried at appraised values, which 
are $48,500 more than cost. The adjustment to appraised 
values was credited to surplus in 1929.
(3) Included in customers’ accounts is an account with the presi­
dent of the company showing that he owes $24,750 for 
advances, less salary and other credits, and that he has 
consistently owed from $20,000 to $25,000 throughout the 
year.
(4) Beginning February 15, 1932, and annually thereafter, the 
company is obligated to deposit $25,000 in a sinking fund 
for retirement of the bonds.
(5) The regular quarterly dividend on the preferred stock was 
declared December 15, 1931, payable January 2, 1932.
(6) The company has discounted customers’ notes aggregating 
$64,000.
(7) The Canadian branch was opened during the year. A trial 
balance from the books of the branch, at December 31, 





Due to home office............................... 30,000
$40,000 $40,000
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The rate of Canadian exchange, at the date of the balance- 
sheet, was 85.
(8) The patent account represents the cost of rights to manufac­
ture a certain device. The rights were acquired in June, 
1930, to run for seventeen years.
No. 4 (14 points):
From the data following, prepare a summary of the inventory 
as at December 31, 1931, and justify your method as compared 
with other systems in general use:
Units Cost
Raw material purchased in 1931................................... 6,250,000 $437,500






On hand, December 31, 1931:
Raw material............................................................... 750,000
In process (75% complete)......................................... 500,000
Finished....................................................................... 250,000
The company commenced operations January 1, 1921, with 
500,000 units of raw material which cost $45,000. It manufac­
tures a commodity composed of one uniform material, produced 
in one consistent form, which is billed to customers also by units.
Goods are manufactured on order only. They are in process 
about one month. About 500,000 units are on the machines at all 
times.
The market price of raw material December 31, 1931, was five 
cents a unit.
Unfilled orders (firm contracts) at December 31, 1931 (latest 
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No. 5 (14 points):
On December 31, 1929, Corporation Y, a holding company, 
owned 80 per cent of the no-par-value common capital stock and 
90 per cent of the non-voting cumulative 7 per cent preferred 
capital stock of Company A. Dividends on preferred stock had 
been paid to December 31, 1929.
The position of the capital account of Company A, and the hold­
ings of Corporation Y, remained unchanged to December 31,1931, 
no dividends having been paid during the years 1930 and 1931.
At December 31, 1929, Company A’s books showed the following: 
Capital stock, preferred—7 per cent cumulative—issued and out­
standing, 5,000 shares, $100 each................................................ $500,000
Capital stock, common—no par value—issued and outstanding, 
10,000 shares.............................................................................. 50,000
Earned surplus—balance................................................................... 9,091
Company A’s operations for the year 1930 resulted in a net loss 
of $75,000, but during the year 1931 its net earnings were $140,000.
State the minority interests in Company A as they would ap­
pear in a consolidation of the accounts of Corporation Y and 
Company A at December 31,1930, and also at December 31,1931.
No. 6 (14 points):
Company A has 500,000 shares of capital stock issued and out­
standing, owns 350,000 shares of capital stock of Company B and 
has a surplus of $1,050.
Company B has 400,000 shares of capital stock issued and out­
standing, owns 45,000 shares of capital stock of Company A and 
has a deficit of $2,100.
A consolidated balance-sheet of companies A and B is being 
prepared. Determine the amount of the deficit of Company B 
applicable to the minority stockholders’ interest in that company. 
No. 7 (14 points):
The Products Company, Ltd., Canada, keeps its records on a 
nominal dollar basis, and presents the following balance-sheet as





Fixed assets (U. S. dollar cost at date of acquisition).................... 100,000
$660,000
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Liabilities
Notes payable.................................................................................... $ 15,000
Accounts payable.............................................................................. 150,000
Due to parent company (U. S. dollars)........................................... 200,000
Capital............................................................................................... 150,000
Surplus:
Beginning of year........................................................ $ 25,000
Profit for year.............................................................. 120,000 145,000
$660,000
You are requested to convert this statement to a United States 
currency basis for consolidation with the parent company’s 
balance-sheet. Assume that the Canadian dollar is worth $.80 
in United States funds. Explain your treatment of each item. 
The following information is available: 
Accounts receivable—all Canadian funds 
Notes payable—all Canadian funds
Accounts payable—$30,000 payable in Canadian funds and $120,000 in United
States funds
Inventories—
Raw material purchased in Canadian funds................................ $ 20,000
“ “ “ in United States funds......................... 100,000
Goods in process............................................................................ 130,000
This item includes material purchased both in United States 
and Canada, with labor all performed in Canada. The total 
purchases for the year average, approximately, 85 per cent 
from United States and 15 per cent. Canadian. The labor 
cost approximates 13 per cent of the cost of materials.
Assume no inter-company profit on materials purchased from 
the parent company.
Examination in Commercial Law
May 13, 1932, 9 a. m. to 12:30 P. m.
An answer which does not state reasons will be considered in­
complete. Whenever practicable, give answer first and then state 
reasons.
Group I
Answer all questions in this group.
No. 1 (10 points):
(a) Define the word “foreign” as used in the phrase “for­
eign corporation.” Give an example of a foreign corporation.
(b) Define and give an example of de facto corporation.
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(c) Can a corporation commit a crime? If so, give an example.
(d) Can a corporation commit a tort? If so, give an example.
No. 2 (10 points):
Jackson had obtained a judgment against Whitcomb for 
$4,334.08, but before taking legal steps to collect it he gave Whit­
comb a written stipulation wherein Jackson agreed to accept in 
settlement of the judgment $1,000 in cash (payable in instal­
ments), merchandise of the agreed value of $2,300, and an as­
signment of a certain patent. Whitcomb made and Jackson 
accepted the cash payments and the delivery of the merchandise 
but Jackson refused to accept the assignment of the patent. 
Can he compel Whitcomb to pay the balance of the judgment?
No. 3 (10 points):
A contract, signed by the seller and accepted in writing by the 
buyer, contained the following matter:
New York, Jan. 2, 1932.
To A. W. Jones Corp.,
2 Broadway, New York, N. Y.
Dear Sirs:
Herewith we confirm sale to you for the account of ourselves, through 
C. S. Smith & Co.: 25 tons (each 2,240 lbs. net) Chinese Antimony 
Regulus, 99%, @ 21¾¢ per lb., c.i.f. New York.
Shipment—Promptly from Hamburg.
Duty—For account of buyers.
Insurance—For account of sellers.
Payment—Net cash against shipping documents payable upon arrival of 
steamer. No arrival, no sale, but proof of shipment to be given by 
sellers.
At the time this contract was signed, the goods were in transit 
between China and Hamburg. The shipment arrived in Ham­
burg and was transshipped to New York. The shipment reached 
New York within the contract time. The invoice, receipt for 
freight, bills of lading, and other documents were not forwarded 
by the seller to the buyer but were tendered to the buyer after 
the goods had arrived. The insurance policies were issued to 
bearer “for account of whom it may concern” and were never 
tendered to the buyer. The bills of lading were through bills of 
lading and did not contain the name of the buyer as assignee.
(a) What does “c.i.f.” mean?
(b) Is this contract a c.i.f. contract?
No. 4 (10 points):
On January 7, 1932, Baldwin drew a bill of exchange on Clute
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payable March 7, 1932, to the order of Dillingham. On January 
12, 1932, Dillingham presented the bill to Clute who refused to 
accept it. On the same day, Dillingham protested the bill for 
non-acceptance. On January 27, 1932, Everett, who desired 
to protect Baldwin’s credit, accepted this bill.
(a) What is the technical name for this kind of acceptance?
(b) How must such an acceptance be made?
(c) Just what did Everett, by this acceptance, engage to do?
No. 5 (10 points):
(a) Define and give an example of a limited partnership.
(b) May all partners in a limited partnership be limited part­
ners?
(c) In what circumstances, if ever, can creditors hold a limited 
partner liable for partnership debts?
Group II
Answer any five questions in this group. No credit will be given 
for additional answers, and if more than five answers are submitted 
only the first five will be considered.
No. 6 (10 points):
(a) Define innkeeper.
(b) At common law, what right can an innkeeper exercise over 
goods in his possession brought by a guest?
(c) By what technical name is the innkeeper’s right known?
(d) Can the innkeeper’s right be exercised over goods brought 
in by the guest but actually belonging to some other person?
No. 7 (10 points):
(a) Where did the statute of frauds originate?
(b) What were the most important provisions of it?
No. 8 (10 points):
Collins, the bookkeeper and cashier for Watson, was bonded by 
a surety company. On January 14, 1932, Collins in the course 
of his employment stole $500 and Watson discovered this theft 
one week later. Watson notified the surety company but re­
tained Collins in his employ because of sympathy for Collins’ fam­
ily and in reliance upon Collins’ promise not to repeat the offense. 
On January 30, 1932, Collins in the course of his employment 
stole $750. On February 1, 1932, Watson discovered this theft, 
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discharged Collins, and notified the surety company. For 
which, if either, of these losses can Watson recover from the 
surety company?
No. 9 (10 points):
Hart was the captain of a ship owned by the Dailey Corpora­
tion. Contrary to his general orders, Hart signed a bill of lad­
ing for goods which had not been received.
(a) Can the Dailey Corporation be held liable to an innocent 
third person who in good faith dealt with Hart in reliance upon 
the bill of lading?
(b) Upon what principle of law is your answer based?
No. 10 (10 points):
Monroe was the owner of two parcels of real estate, one known 
as 617 Grand Ave. and the other as 1014 Superior Ave. The 
former was worth $75,000 and the latter was worth $50,000. 
On January 4, 1929, Monroe borrowed $30,000 from Green on a 
three-year note secured by a first mortgage on both parcels. 
On January 11, 1929, Monroe borrowed $10,000 from Nelson 
on a three-year note secured by a second mortgage on the Superior 
Ave. property. Upon Monroe’s default upon the payment of 
his note, Green foreclosed his mortgage on the Superior Ave. 
property and realized $30,000 from the foreclosure sale. Upon 
the maturity of Nelson’s note, Monroe failed to pay it.
(a) Has Nelson any rights except to procure a judgment against 
Monroe?
(b) If Nelson has any such right, upon what principles of law 
is it based?
No. 11 (10 points):
(a) Define and give an example of personal property.
(b) Define and give an example of a pledge.
(c) Is transfer of possession essential to a pledge?
(d) What in general are the remedies of a pledgee upon the 
pledgor’s default?
No. 12 (10 points):
In 1925 the Coombe Garment Company, a Pennsylvania cor­
poration, distributed all of its assets among its stockholders and 
then dissolved. One Phillips had owned one-fourth of the com­
pany’s stock and had received $17,139.61 as his distributive 
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dividend. In 1931, the commissioner of internal revenue notified 
Phillips that he proposed to assess against and collect from him 
the entire income-tax deficiency of $9,306.36 legally assessed 
against but uncollected from the corporation. Pennsylvania 
had a six-months’ statute of limitations on suits against stock­
holders. Any right which the commissioner may have had 
against Phillips had been kept alive by waiver. Has the com­
missioner a legal right to collect from Phillips?
Examination in Accounting Theory and Practice
PART II
May 13, 1932, 1:30 p. m. to 6:30 P. m.
The candidate must answer the first three questions and one other 
question.
Answer no more than four questions.
No. 1.
a. (25 points):
The following balance-sheet is submitted to you by the presi­
dent of the W M Company, makers of heavy machinery, who
requests you to append your certificate thereto:




U. S. Government securities...................................................... 2,500,000
Notes receivable—customers..................................................... 240,000
Accounts receivable—trade....................................................... 1,250,000
Accrued interest receivable........................................................ 100,000
Inventories of raw material, work in progress and finished 
product................................................................................ 1,200,000
Prepaid insurance and taxes...................................................... 75,000
Treasury stock—5,000 shares, common, at cost...................... 1,200,000
Capital stock of associated company, at cost.......................... 1,000,000
Accounts receivable—associated company............................... 750,000
Real estate and buildings—not in use and held for sale.........  1,500,000
Total current assets............................................................ $11,815,000
Fixed:
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Liabilities
Current:
Accounts payable....................................................................... $ 1,250,000
Federal, state and other taxes................................................... 5,000,000
Total current liabilities...................................................... $ 6,250,000
Capital stock—authorized and issued: 
Preferred, cumulative,




Upon investigation, you obtain the following information:
(1) U. S. Government securities cost $2,600,000 and the market 
value at December 31, 1931, was $2,400,000.
(2) No reserve for probable losses on accounts receivable has been 
provided, but a loss of $150,000 is expected.
(3) Inventories were valued at the lower of cost or market.
(4) The market value of the 5,000 shares of treasury stock at 
December 31, 1931, was $900,000.
(5) An associated company used advances of $750,000, carried as 
accounts receivable, to erect a new plant. Excluding this 
liability the current liabilities of the associated company 
are 150 per cent greater than its current assets.
(6) The cost of real estate and buildings, not in use and held for 
sale, was $2,500,000, and this has been reduced by deprecia­
tion to $1,500,000, by direct charges to surplus.
(7) After a careful examination and a discussion with the presi­
dent, you estimate federal, state and other taxes at 
$2,500,000.
(8) Capital stock, authorized and issued, consists of 50,000 shares 
of 7 per cent cumulative, preferred, of $100 par; and 70,000 
shares of common, of $100 par.
(9) Upon analyzing the surplus account, you find that the com­
pany had purchased $3,000,000 of U. S. government securi­
ties at par, and charged the amount direct to surplus 
account. When verifying the securities on hand, you find 
these $3,000,000 bonds in addition to the securities actually
427
The Journal of Accountancy
recorded as assets. The market value of the $3,000,000 
bonds, on December 31, 1931, was $2,760,000, and the 
interest has been accrued.
Would you certify this balance-sheet in its present form? If 
not, state your reasons, clearly and definitely, with reference to 
each questionable item.
b. (15 points):
Prepare an amended balance-sheet of the W M Company, as 
at December 31, 1931, which you would be willing to certify.
No. 2 (24 points):
At December 31, 1930, the “Investments” account on the 
general ledger of the X Company showed a balance of $83,400 
made up as follows:
Company
U. S. Steel Corporation.... 






100 Apr. 7, 1930 $19,800
100 " 10 “ 5,400
200 " 14 “ 10,000
600 " 18 “ 42,000
100 " 21 “ 6,200
$83,400
At this same date, a “ Reserve for loss on investments ” account 
was carried. This account had a credit balance of $36,900, 
constituted as follows:
U. S. Steel Corporation......................................... $ 6,900





The market prices of three of these stocks were: 
December 31 
1930 1931
U. S. Steel Corporation....................................... 139 40
General Motors Corporation................................. 35 22
X Company........................................................... 45 20
No market quotations of the stocks of the Y and Z companies 
were available.
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The common stock of X Company consists of 100,000 shares of 
$10 par value. Its books, before adjustment, show an operating 
surplus of $3,000,000 at December 31, 1930, and $2,800,000 at 
December 31, 1931, indicating a loss from operations for the year 
1931 of $200,000.
The Y Company has 1,000 shares of no-par common stock 
issued and outstanding. On the books of this company, the 
common stock is carried at $10,000 and the earned-surplus 
account shows a credit balance of $20,000 at December 31, 1930, 
and $15,000 at December 31, 1931.
Statements of the Z Company indicate that its capital stock 
outstanding consists of 10,000 shares of $10 par value, and that its 
surplus at December 31, 1930, was $210,000, and at December 31, 
1931, $180,000.
On May 12,1931, the X Company sold 100 shares of its treasury 
stock for $3,500, and on August 31, 1931, purchased 500 shares of 
its outstanding stock for $15,000. On October 31, 1931, it pur­
chased 100 shares of the American Telephone and Telegraph 
Company for $13,700. The market price of this stock on Decem­
ber 31, 1931, was $120 a share. On December 21, 1931, it sold 
the 100 shares of General Motors Corporation for $2,300. All 
these transactions were charged or credited to the “Investments” 
account.
Indicate exactly how you would show the transactions, with 
their respective balances, in preparing the balance-sheet as at 
December 31, 1931, and also in the related statements of surplus 
and profit and loss.
No. 3 (22 points):
The X Company sells a loose-leaf service for $115 and con­
tracts to issue to customers renewal and replacement pages semi­
annually on April 1st and October 1st, for $15 per annum.
The initial purchase price covers the original publication and 
one year’s renewal pages, and customers are billed in advance for 
each subsequent year’s renewal pages on the anniversary dates 
of the original sales.
The company’s books at December 31, 1931, showed the fol­
lowing transactions:
Sales of original publication (uniformly 200 sets a month), 2,400 sets
@$115........................................................................................... $276,000
Sales charges for renewal pages, 4,500 sets @ $15......................... $ 67,500
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Sales of original publication for preceding years were—
1927......................................................... 50 sets a month
1928......................................................... 75 “ “ “
1929........................................................... 100 “ “ “
1930........................................................... 150 "
The production cost of the original publication was $30 per set 
and that of renewal pages $2.50 per semi-annual issue.
The company credited the foregoing sales of both categories to 
profit and loss, in closing its records for the year 1931, in accord­
ance with the uniform practice since the initiation of this particu­
lar department.
As auditor, would this procedure meet with your approval? 
State what modifications you would suggest, showing the actual 
gross profits from both sources for the year 1931 and the adjust­
ments applying to other periods.
No. 4 (14 points) :
A corporation acquired several tracts of industrial property 
during the year 1921 to be held solely for the purpose of invest­
ment. In the following year the properties were revalued in ac­
cordance with appraisals, and these revaluations were taken up 
on the books. The difference between cost and appraisal values 
was credited to capital-surplus account.
In the year 1927, the corporation sold one of the industrial 
tracts for $25,000, payable in instalments over a period of years, 
as evidenced by first-mortgage notes signed by the pur­
chaser.
The book value of the particular tract sold was as follows:
Cost........................................................................ $ 3,000
Appreciation.......................................................... 8,000
Total book value............................................... $11,000
The sale was recorded as a closed transaction when it was con­
summated, and the profit-and-loss account was credited with the 
profit from the sale.
The notes, in the aggregate amount of $25,000, were immedi­
ately endorsed, with recourse, and were discounted for the cor­
poration by the bank.
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In the year 1930, the purchaser defaulted in his payment of the 
notes and the holders of the notes looked to the corporation for 
payment. In order to protect itself, it was necessary for the 
corporation to foreclose the mortgage, and in the proceedings the 
tract was repossessed by the corporation. At the time of fore­
closure, the purchaser’s unpaid notes, still outstanding, amounted 
to $18,000.
In financing the repossession of the tract, the corporation issued 
its notes, in like amounts, to the holders of the old notes. How­
ever, the entries to record the repossession of the property had 
not been placed on the books at December 31, 1930.
If you were conducting an audit of the accounts of the corpora­
tion, as at December 31, 1930, and all this information came to 
your knowledge, what entries would you recommend to record all 
the transactions incident to the repossession of the industrial 
tract?
State your answer in the form of journal entries, giving com­
plete explanations.
No. 5 (14 points):
On the cost ledger of a fabric mill there is maintained a separate 
account for each department. One, engaged solely in “winding,” 
is known as department C.
Under date of January 1, 1932, the following information was 
obtained with respect to department C:
The inventory of wound goods, by weight 795.34 pounds, was 
valued at $4,056.23, and labor in process totaled $79.53. The 
average cost of material was $5.10 per pound, and the estimated 
average cost of winding was 10 cents per pound. No unwound 
goods were on hand either at the beginning or at the end of the 
month.
The charges to this department for unwound material, during 
the month of January, 1932, were by weight 3,613.83 pounds and 
for actual labor expended thereon $415.
The credits for wound goods delivered during the month of 
January, 1932, were
To department D 3,612.68 pounds
“ “ E 9.10
“ “ F 60.38 “
“ “ G 10.13
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On the basis of these data, submit the following, as at January 
31, 1932:
(a) Ledger account for department C.
(b) Balance of goods in this department and their value, also 
showing estimated labor thereon.
(c) Difference between estimated and actual cost of labor.
(d) Actual average cost of winding for the month of January.
(e) Total of charges to the succeeding departments on the basis 
of estimated labor cost.
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By George A. R. Schuster
Perhaps one of the most important, and certainly one of the 
most laborious, tasks to be undertaken by a chain-store accoun­
tant concerns the physical count and valuation of the inventory. 
A mere glance at a number of chain-store balance-sheets will show 
the importance of the inventory. Such items as capital assets, 
accounts receivable, deferred charges, etc., are of comparative 
insignificance. The following tabulation prepared from recently 
published accounts of some of the representative chain stores 
throughout the country will serve to emphasize the importance of 
the inventory and to show its relationship to the total current assets:
Ratio, inventory ta 
total current
assets
Sears, Roebuck & Co..................................................... 53.46%
Montgomery, Ward & Co., Inc........................................ 45.90
The May Department Stores Co..................................... 41.26
W. T. Grant Co................................................................... 58.02
Western Auto Supply Co.................................................... 66.57
The J. C. Penney Co........................................................... 83.47
Safeway Stores, Inc............................................................. 74.13
United Cigar Stores Company of America..................... 53.82
S. S. Kresge Co.................................................................... 73.42
F. W. Woolworth Co........................................................... 77.31
It is apparent from the foregoing figures that any discrepancy 
in the inventory would seriously affect the financial condition as 
reflected in both balance-sheet and statement of earnings.
An overstatement or understatement of earnings might easily 
lead a board of directors to adopt a dividend policy which would 
never have been considered had the correct figures been known. 
A misstatement of the inventory, resulting in incorrect record of 
earnings, might also lead to the adoption of managerial policies 
built upon false premises and thus to financial disaster. As 
income-taxes are based on earnings, any misstatement of earnings 
would result in incorrect taxes. The stockholders of the company 
would also be misinformed as to the yield and security of their 
investment in the company.
It is not alone a question of the possibility of overstatement 
of the inventory. Understatement might prove as disastrous, 
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particularly in determining insurable values where an understate­
ment of inventory values might lead to undercoverage, with 
resultant losses in case of fire. Conversely, overstatement of the 
inventory would lead to the payment of excessive premiums.
Taking of Physical Inventory
A great many chain stores, particularly department stores, 
compile their inventories under the retail-inventory method. It 
is not the purpose of this article to discuss that method. It is 
sufficient to state that it has great merit and in many instances is 
the only practical plan available.
The following procedure for taking an inventory was developed 
in a long period of time in taking the inventories of a chain of over 
one hundred automobile accessory stores. It may, however, be 
adaptable to many other kinds of chain stores.
Each store stocks approximately 4,500 different items, each 
item bearing its individual number. The numbering of items, of 
course, is uniform at all stores; i.e., No. H 445 indicates a monkey 
wrench in Podunk as well as in Kansas City. Uniformity in 
numbering similar items of stock is essential.
Briefly, the general scheme is, as follows: The home office 
furnishes all the stores with a uniform set of mimeographed 
inventory sheets having columns for the item number, description 
of article, total quantity, unit of weight count or measurement 
used for pricing, inventory price determined from purchase 
invoices or market, whichever is the lower, and for first and second 
extensions (see exhibit A). It should be mentioned that the 
original pricing schedule or master copy, from which the mimeo­
graph sheets to be distributed to all stores are prepared, is com­
piled and completed shortly before the end of the accounting 
period. The independent auditors are called in at this time to 
verify the pricing. This is done by comparing the prices on the 
master copy with purchase invoices, contracts and present market 
prices. Any changes which the auditors find necessary are dis­
cussed with the officers of the company. The changes as finally 
agreed upon are made on the master copy and are initialed by the 
comptroller and the representative of the auditing firm. The 
mimeograph copies of the master copy are then printed and 
distributed to the various stores. This eliminates the possibility 
of having to correct the pricing on a hundred odd sets of inventory 
papers for any adjustment found necessary by the independent 
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auditors after the inventory sheets have been returned from the 
various stores.
After the quantities have been inserted alongside the item 
number and description, the inventory sheets are returned to the 
home office, where calculating machine operators extend and foot 
the items in the column indicated “first extension,” after which 
the column is torn from the sheet along the perforation line and 
the sheets are passed to a second set of operators where they are 
again extended—this time in the column marked “second ex­
tension.” After this, a third group compares the first and second 
extensions for errors in extensions and footings.
The success of such an apparently simple procedure is contin­
gent on the preparation of a complete set of inventory instructions. 
A copy of these instructions is sent to the manager of each store 
under whose direction the store inventory is taken. It is remark­
able how many interpretations are placed by store managers on 
even the most simple, direct and, in the opinion of the comptroller 
of the company, “fool-proof” instructions.
These instructions usually cover in detail such topics as the 
arrangement of the stock for count, the method of counting, the 
segregation of consigned stock, the cut-off for unfilled mail orders, 
merchandise in transit, etc.
Preparatory to making the count, the stocks, including reserve 
stocks, are neatly and systematically arranged to facilitate the 
making of the count. To this end the cooperation of the buying 
department is obtained. The buying department, which is 
centralized at the home office and orders all shipments from 
factory to stores, stops all unnecessary shipments of merchandise 
during the week or ten days preceding the count, thus providing 
an opportunity of clearing out the receiving and shipping rooms. 
Old, obsolete and discontinued merchandise is gathered together 
in one suitable place and listed on blank sheets especially prepared 
by the home office for this class of merchandise.
It should be pointed out that, in addition to the semi-annual 
complete inventories, certain classes of merchandise at all the 
stores are counted every two weeks for the information and 
guidance of the buying department. Other classes are counted 
monthly. These records are turned over to the buying depart­
ment, which makes postings in stock-control books of the quantity 
and date of the count by item number. These stock control 
books are kept by item number for each store. To the balance on 
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hand is added the quantity shipped to the store as obtained from 
the buying department records, and from this total is deducted 
the count as taken either semi-monthly or monthly, leaving the 
sales for the period. These figures, of course, are not kept in 
money value but in quantity only. These records are carefully 
studied by the buying department as aids in watching the 
performance of any item in any particular locality. Valuable 
comparison can be made of the relative sales of the same item in 
different sections of the country. Through the controlling of 
merchandise, the buying department endeavors to obtain a larger 
turnover and better balanced stocks, with a minimum inventory.
The mechanics of determining the control figure or volume of 
merchandise to be kept on hand at the various stores consists of 
taking the average sales for three months, the year being divided 
into quarters, and using it as the basis for computing the require­
ments for the succeeding three months, taking into consideration, 
of course, the increase or decrease of sales possibility of the item, 
unit package and seasonal influences. By using the average sales 
for three months as a basis for establishing the control figure for 
each quarter, it has been found from experience that the quantity 
to be kept on hand is approximately two months’ sales. This 
does not represent to any extent the amount of stock available 
for sale during any quarter, because should the sales be particu­
larly heavy, the item will be re-ordered as often as necessary to 
keep on hand the amount indicated by the control figure. Actu­
ally, on the average, there is approximately six weeks’ stock on 
hand. Usually, orders can be placed to restore stocks to the 
control figures as often as necessary, but at no time should the 
stocks on hand exceed the control figures.
Numerous problems arise when making factory purchases, 
such as agreement with the manufacturer on the size and weight 
of individual unit packages, the advisability of making job-lot 
purchases, taking advantage of quantity discounts and determi­
nation of whether or not there should be factory service. These 
problems give rise to other problems in distributing merchandise 
to the stores, such as the ordering of items directly from factory to 
branches in small quantities where sales do not justify ordering 
the quantity contained in the minimum unit package, which the 
buying department is under obligation to order; the possibility of 
being misled by freight allowances to place orders for merchandise 
larger than are warranted by the volume of sales or the savings 
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effected; the shipment to branches in such a manner that trans­
portation costs consume all profits.
The solution of these problems can be decided in the light of 
conditions obtaining when they arise. Proper control of the 
stocks raises and points out these problems as soon as they 
develop so that they can be dealt with at once.
Accounting Procedure
For taking the complete semi-annual inventory, each store is 
furnished with a large quantity of blank cards and plain envelopes. 
The cards are numbered serially from one as far as necessary. 
The cards are used to record the count. A first counter inserts on 
a card the stock number and the quantity of items counted. 
This card he seals in a blank envelope and places on the mer­
chandise. A second counter follows and again counts the 
merchandise, placing his tally on the outside of each envelope. 
After the count of stock is presumed to be completed, the manager 
makes an inspection of all the merchandise in the store and ware­
house and determines whether all the stock has been counted or 
not. Then all envelopes are collected and torn open and the 
count on the cards is compared with the count on the respective 
envelopes. Where any discrepancies are noted, the stock is 
recounted a third time and the correct tally placed on the card. 
When it is found that the cards and envelopes agree, the envelopes 
are destroyed. The cards are then placed in numerical order. 
After all the cards are accounted for, they are grouped by sections 
and then by stock number. Often the same item of merchandise 
is kept in two or three different places in the store, and in order to 
ascertain the total quantity of any particular item of stock, it is 
necessary to gather together the several cards recording the count 
of that article. The amounts as shown by the several cards are 
placed in the spaces provided for them on the uniform set of 
inventory sheets (see exhibit A) and the total quantity is carried 
out.
The arrangement of space on the inventory sheets to insert the 
tally of the individual cards to obtain the total quantity of any 
particular item is to furnish a record of every step taken in compil­
ing the inventory, so that should the occasion arise, any item can 
be traced back to the original count cards. These original count 
cards are test-checked to the inventory sheets by the independent 
auditors. Finally, after all the cards are arranged by section and 
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exact numerical order of items, as set out on the uniform set of 
inventory sheets, it becomes a simple operation to transcribe the 
quantities from the cards to the inventory sheets.
Merchandise in Transit
Store managers are instructed to prepare lists of invoices 
representing shipments of merchandise prior to the end of the year 
which were received subsequent to the end of the year. These 
lists are turned in to the home office with the inventory sheets. 
These lists constitute the “merchandise in transit” to be included 
in the inventory.
The home-office routine provides that all manufacturers are to 
make two copies of all invoices, one of which is sent to the home 
office and the other to the store to which the shipment is made. 
The stores forward to the home office their receiving tickets. In 
the home office the receiving tickets are matched with the invoices 
before payment. The invoices listed by the various store man­
agers as in-transit items, when received by the home office, are 
stamped “in-transit” with a large rubber stamp and are taken up 
in the vouchers payable prior to the closing for the period. The 
voucher number is placed on the invoice in the space provided for 
it. To facilitate the independent auditors’ verification of the 
in-transit inventory, the invoices representing the in-transit 
inventory, with their attached receiving reports, are held out of 
the files until examined by the independent auditors for receiving 
dates, comparison with lists sent in from the various stores and 
inclusion in the accounts payable. This procedure, with the 
verification of the master copy of the inventory as to pricing 
before release to the stores as mentioned previously, saves the 
independent auditors a great deal of time, and the client consider­
able expense in audit fees.
Accounting for Charge Sales
A rather recent development in certain types of chain stores is 
the extension of credit and selling on the instalment plan. This 
feature of the accounts necessitates a considerable number of 
detail records and lends itself to a variety of treatment.
Undoubtedly, one of the most difficult features of the decentral­
ized control in operating a chain of stores is the human element. 
A man may be an excellent store manager for sales organization 
ability and still be unsatisfactory to the home-office with regard to 
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accounting ability, rendering of correct reports and numerous 
other factors essential to a good all-round store manager. More­
over, it must be realized that the main business of the personnel 
of the chain stores is to sell merchandise and that necessarily the 
expense of keeping an elaborate set of bookkeeping records at each 
store is not always justifiable.
Perhaps one of the most satisfactory methods is to keep all 
stores’ instalment accounts at the home office, where a small but 
well-trained department equipped with suitable bookkeeping 
machines can make postings from the daily reports submitted by 
the various stores and keep the detail records in agreement with 
the control accounts.
The copies of the managers’ daily reports which are kept at the 
various stores are sufficient for reference purposes at those points.
Budget
Without question, the goal to be sought in keeping accurate 
and comprehensive records is adequate information concerning 
every phase of the business. It is interesting to note the amount 
of information that can be gained by the careful preparation of a 
budget. A three years’ operating statement by individual stores 
is a good foundation from which to build a budget. In the case of 
any individual store, such a statement in comparative form, with 
perhaps some data on the physical inventories taken at June 30th 
and December 31st, each year, the total investment at each store 
at December 31st, and the percentage earned on the investment 
at that date supplies useful information. The total investment 
at each store should consist of cash, accounts receivable, in­
ventory, deferred charges, furniture and fixtures, etc., but it 
should not include intangibles. The percentage earned on the 
investment, of course, should be before federal taxes, discounts 
and interest.
With this information, a budget committee, which should 
include the comptroller, the sales manager and the head buyer, 
can set about the determination of the estimated sales for each 
store. This is an important question, since many of the data 
which are contained in the budget are dependent upon an ac­
curate estimate of the sales at each store. The estimate of the 
succeeding years’ sales, for budget purposes, should be split by 
months so that ready comparison can be made monthly with the 
actual figures. The gross profit to be allotted to any store can 
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be found by taking an average of the percentage of gross profit 
for the three preceding years at that store and applying that 
percentage to the estimated sales.
Incidentally, a certain amount of control over the stores can 
be exercised by the correct interpretation of the differences be­
tween the budget figures and the actual figures. For instance, 
where the sales are in line, but the gross profit is out of line, the 
situation should be investigated in detail. It is possible that 
goods are being stolen, and there may be justification for sending 
the company’s detectives to watch that particular store. Of 
course, it is not always theft that causes disturbances in gross 
profit; other factors may be responsible, but the important thing 
is to single out for more detailed investigation the particular 
stores in which there are differences.
In building up the budget figures, catalogue and advertising 
expense for each store is based on the number of books to be issued 
and the equitable distribution of the amount to be expended on 
advertising over the various stores. Rent expense is determined 
from the lease agreement and, of course, will be the actual amount 
paid. The amount to be used for store salaries at any store should 
be found by taking the percentage of all store salaries to total 
sales and applying that percentage to the individual store. When 
the actual salaries are compared with the budget figures and the 
former are found in excess of the uniform percentage, the payroll 
and salary list at that particular store should be investigated. In 
like manner, other usual expenses, such as light, heat, etc., can be 
based on past experience and can be fairly accurately determined.
The indirect expenses and general office expenses are budgeted 
by departments. The total, then, of these expenses is broken 
down and distributed to the various stores on the basis of sales.
A notation should be placed on the budget of each store, indicat­
ing whether competition is "good,” "bad” or "none,” and the 
local tax question indicated as "good,” "bad” or "fair.” The 
period during which the lease is effective should also be noted.
With the foregoing information at hand, the comptroller should 
be in a position to know fairly well the situation of any store. 
With a history of the performance of any store, a current budget 
and current actual figures, the future outlook for the store should 
be determinable to a reasonable degree. Compilation of this 
information for all stores, should help to determine the policies 














































































































































































































































Records for Insurance Policies
By B. L. Enloe
The purposes of most records for insurance policies are to 
list the policies in force, to register the expiration dates for 
convenience in renewing the policies, and to summarize the 
premiums in such a manner that the total expense may be 
ascertained and written off in monthly instalments. These essen­
tials should be retained, but it is possible to reduce the amount of 
work incident to keeping the records.
The principal disadvantages of most existing insurance records 
are:
1. A second entry must be made for each policy maturing 
beyond the end of the current year;
2. Details of expired policies must remain in the record until 
the end of the current year;
3. The premium for each policy must be separately distributed 
to the monthly write-off columns;
4. Credits for rebates and cancellations have to be distributed 
individually. The columns then include items which are 
deductions from as well as those which are additions to 
the totals;
5. It is a voluminous and difficult task to find the balance of 
unexpired premiums.
To eliminate these disadvantages it is proposed to record the 
policies in groups on loose cards, using one card for each expiration 
month, regardless of the dates of the policies or the period covered 
by them. The back of the card provides for listing the individual 
policies. The total of the premiums paid is summarized on the 
face of the card, from which the proportion of the premiums to 
be written off in each month may be readily obtained.
The back of the card is for the most part self-explanatory. 
Provision is made for the data obtained from the policy itself, 
commonly found in insurance records. Inasmuch as the card 
indicates the month and year of expiration of all policies listed 
on it, it is necessary to enter only the date of expiration within 
the month. The amount of the premium and the month when 
it is charged to the prepaid-insurance account are entered in the 
spaces provided for them. At the end of the month, the total of 
the premiums so recorded is debited on the face of the card.
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Having accumulated the premiums by expiration months, it is 
necessary to determine the amount to be written off in each 
month. It is assumed that no part of the premium will be charged 
off in the month in which the policy is dated, as that month will 
be charged with a full month’s proportion of the premium for a 
policy which expires during that month. The only objection 
which might be raised to this procedure is the effect on the amount 
of the prepaid-insurance account. Inasmuch as a balance-sheet 
can not be more than an intelligent approximation of the financial 
position of a company, a slight overstatement of the prepaid- 
insurance account is unimportant. Alternatively, all policies 
expiring in any month might be regarded as expiring in the middle 
of the month and a half month’s premium might be calculated as 
falling in that month.
The amount of the premium to be written off from each card 
in any month is the balance at the beginning of the month, 
divided by the number of months to and including the month of 
expiration. If the policies expire twelve months hence, one- 
twelfth of the balance is written off, and the following month 
one-eleventh of the then balance is written off, and so on. The 
result is exactly the same as that obtained by distributing the 
premium on each policy to monthly columns. If no new pre­
miums are paid or no credits are made for rebates, the amount of 
the monthly write-off is unchanged, although it may be proved 
by an independent calculation. Premiums for subsequent policies 
having the same expiration do not alter the method of calculation, 
as they are written off over a shorter period and in the same pro­
portion as the balance on the card at the time of their entry. 
In this way, the premiums are apportioned to the months between 
the dates and the expirations of the policies they cover.
Details of credits because of cancellations, rebates, etc. are 
entered in red on the back of the card. The total premium 
refund is transferred to the face of the card and deducted from 
the balance, thus automatically reducing the amount of future 
write-offs.
To obtain the total monthly insurance expense, for which a 
credit is made to prepaid-insurance account, the amounts de­
termined on each card are totaled.
As all entries in the prepaid insurance account must be entered 
in detail on the card record, the general ledger account provides 
a control over the record of premiums. A summary by plants,
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buildings, stock, etc., should be prepared as a control for the 
coverage as shown on the back of the cards and as a guide in 
maintaining adequate insurance. This summary does not require 
revision for the renewal of policies.
It is often desirable to distribute the insurance expense to 
several plants or to several departments. For this purpose, it 
is a simple matter to have separate sets of cards for each plant 
or department, the total to agree with the prepaid-insurance 
account. The total expense may likewise be apportioned in any 
other manner required by the company’s cost department.
For comparison of present methods with the methods pro­
posed here, let us assume that the insurance on a stock of mer­
chandise was covered by two policies dated in January, 1931, and 
expiring in January, 1932. In July, 1931, the insurance was 
increased by an additional policy which was written to expire in 
January, 1932. Under the present methods, the premiums would 






Jan Feb Mar Apr May
June
July Aug Sep Oct
Nov Dec Balance 12-31-31
Jan. 1931.. 12 $96 — 8 8 8 8 8 8 8 8 8 8 8 8
Jan. 1931.. 12 72 — 6 6 6 6 6 6 6 6 6 6 6 6
July 1931.. 6 54 9 9 9 9 9 9
$222 — 14 14 14 14 14 14 23 23 23 23 23 23
Monthly write-off
The distribution of premiums by the proposed method follows:
Face of card represents fraction of
Year 1931 balance at beginning
Month Dr. Cr. Bal. of month
Jan.. . ............... .......  $168 $— $168 —
Feb... .............. , ....... — 14 154 1/12
Mar.. ................ ....... — 14 140 1/11
Apr.................. . ....... — 14 126 1/10
May. ............... . ....... — 14 112 1/9
June. ............... , ....... — 14 98 1/8
July.. .......  54 14 138 1/7
Aug.. ............... . ....... — 23 115 1/6
Sept.. .............. , ....... — 23 92 1/5
Oct... .............. , ....... — 23 69 1/4
Nov.. ........ .. . . ........ — 23 46 1/3
Dec.. ............... . ....... — 23 23 1/2
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THE FOLLOWING FORM OF CARD IS SUGGESTED
FACE
Record O f Insurance PREMIUMS Expiring Month Of__ ___ 19—
Year Year Year






















KIND Amount MONTH PREPAID AMOUNT
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The Transposition of Figures
By F. Howard Seely
In a changing world, the multiplication table is constant, 
changeless and eternally trustworthy. Evolution does not apply 
to it. It is no bigger nor better than it was in the beginning. 
When the earth was without form and void, three times three 
made nine, just as they will do after the solar system is as dead as 
Luna. Philosophies rise, die and are forgotten, but two halves 
continue to make a whole. Dr. Einstein may prove that space is 
curved, and that if we could see far enough we would be looking 
at the backs of our own necks, but the figures he uses in the proof 
have to be straight. Should he be able to demonstrate that if one 
were multiplied by itself enough times it would eventually get 
to be something else, the pillars of the universe would crumble.
What I mean is that numerical relations are invariable.
Our decimal system of notation was developed by the Arabs a 
long time ago, and it is impossible for us to conceive of a better 
system. It has stood the test of centuries, and it works. There 
are no unexplored areas, and the discovery of new relationships 
is not to be expected.
Old facts can, however, be presented in new ways. There are 
principles in the relationship of figures that do not come to the 
attention of everyone, even college graduates. Doubtless, all 
that I plan to say is in books somewhere, but most of it I have 
never come across, and I do not believe it has ever been put in 
the form of a first-aid kit. Reader, if you find much that seems 
familiar and obvious, please remember that maybe some other 
fellow knows less than you do.
Chasing errors in a trial balance is not a fascinating sport like 
chasing a golf ball. It is tedious and uninteresting. The only 
way for a bookkeeper to avoid it is to make no mistakes—and 
that standard is too high for most of us to maintain continuously. 
The penalty for one little slip may be a night or two at the office, 
checking an interminable mass of postings. For this reason, any 
hint that may aid in tracking an error to its diabolically well 
concealed lair, any straw that may be floated out for a submerged 
bookkeeper to grasp, is a kindness and a charity.
Some day, perhaps, the mechanical bookkeeper will entirely 
supplant the human article, but for a long time yet many a set of 
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books will be posted by hand, and many a balance will be taken 
off without the aid of even an adding machine. Moreover, when 
the mechanical millennium—or whatever it is—arrives, there will 
still be balances to chase, for the machine will masticate and 
digest only what is fed to it, and if its diet be not perfectly bal­
anced, neither will be the result, and still will be heard the old 
familiar question, “How much are you out?”
One rather prolific source of the kind of errors that tax our 
patience is the transposition of figures—easy to make and hard to 
find. Nothing short of omniscience can tell what figures are trans­
posed, and a check of postings is often the only way out. However, 
there is generally a trail of sorts—sometimes clear, sometimes 
dim; sometimes not worth following, sometimes leading straight 
to the quarry.
This quarry is, of course, the mistake that threw out the bal­
ance, and it is the difference between what was written and what 
should have been written. For the sake of brevity, I shall call 
this the “error”, which strictly speaking it is not, for the error is 
really the mistake itself and not its result.
Now, when a balance doesn’t balance, there are several obvious 
things to be done. The footings all have to be checked; one must 
be certain that each ledger account is correctly computed and the 
right amount carried into the trial-balance book in the proper 
column; one must be assured that the totals have been carried 
forward correctly from one page to another; that the journal is in 
balance; that no posting checks are missing. Then all the items 
that are the same as the error must be looked up for a skipped 
posting, and, if it happens to be an even number, all items that 
are one-half the error, in case something has been posted on the 
wrong side. These things are simple routine, and before the list 
is complete the cause of the trouble has probably been found, 
and the happy discoverer has gone contentedly home to help 
Willie with his arithmetic.
If not, if the two columns simply will not add up the 
same, things begin to look serious. The bookkeeper ’phones 
his wife that he will not be home to dinner. Then he begins 
to analyze his error and see if there are any sign-posts 
sticking up out of it. If none is found, he may as well begin 
to check postings. The sooner he starts, the sooner he gets 
through, and he has my sympathy, especially if he has to 
do it by himself.
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However, if he has inadvertently twisted up a couple of figures 
and put each where the other ought to be, he will always have a 
clue, for the one well-known fact about an error caused by the 
transposition of figures is its partiality to the number 9. It is 
invariably a multiple of 9. This is usually accepted as a fact 
without asking why. Of course, the reason is that one digit is 
moved into the next higher column, thus multiplying it by 10, and 
the other into the next lower column, thus dividing it by 10. As 
the error is the difference between these two amounts, it is 9 
times one digit minus 9 times the other. In the simplest trans­
position of all—the unicellular globule from which all other trans­
positions are descended: .10 posted as .01, shows a difference of 
.09, which is the amount of the error.
Here, then, is theorem 1: All transposition errors are divisible 
by 9.
So, when a bookkeeper begins to analyze his error, about the 
first thing he should do is add the digits together, and if the total 
is 9 or a multiple, the number itself is a multiple of 9. And if he 
has carefully executed the preliminary stunts mentioned above, 
it now appears quite probable that he has a transposition some­
where. This is not by any means certain. Chasing balances is 
not an exact science. All that anyone can give is probabilities.'
Well, all sorts of numbers are divisible by 9, but if the error has 
no more than two digits (excluding naughts), it is probably a 
simple trading of contiguous digits, like writing 27 instead of 72? 
In this case the error is 45, and here is an interesting fact: 9 goes 
into 45 five times, and 5 is the difference between the transposed 
digits 7 and 2. This happens throughout. Instead of 39 is 
posted 93, giving an error of 54, which is 6 times 9; and 6 is the 
difference between the transposed digits 9 and 3. This is clearly 
demonstrated by the use of symbols. Any number of two digits 
is expressed by the formula 10a+b. Transposed, it is a+10b. 
Subtracting these, the result, corresponding to the error, is 
9(a—b).
This brings us to theorem 2: In a transposition of contiguous 
digits, the error divided by 9 is equal to the difference between the 
transposed digits. Final naughts are ignored in the division, their 
function being to tell in what column the transposition occurred. 
For example: 6,524.87 is posted as 6,254.87. The error is then 
270.00; hence we know that the difference between the transposed 
digits is 3, and that the error occurred in the tens and hundreds
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columns. So, instead of checking all postings, one need only look 
for items whose tens and hundreds differ by 3, like 1-4, 2-5, 3-6, 
etc., the position of the digits relative to each other depending on 
whether the debits or credits need to be increased, which is some­
thing each one has to think out for himself. No attention need be 
paid to the other digits in the items which are being investigated; 
they all subtract out and cut no figure in the error.
It is possible, though unusual, to transpose alternate digits, 
like writing 527.32 instead of 725.32 (the reader must understand 
that vice versa is always implied). Here the error is 198. That 
9 standing in the middle is a signboard which informs the ob­
serving seeker after truth that if he have a transposition, the 
transposed figures are not contiguous. Ignoring the 9, let us put 
the 1 and 8 together to form 18, signifying that the difference 
between the transposed digits is 2. So one need only look for 
items in which there is a difference of 2 between the digit in the 
units column and that in the hundreds column. In this category 
would be 200.00 posted as 2.00. No matter how many other 
figures there may be in the item, the only ones to consider are the 
units and hundreds; the rest can be anything they please. And 
however far apart the transposed digits may be, the error will 
show a string of 9’s between their respective columns. If one 
intended to post 53,872.20 and carelessly wrote it 23,872.50 (of 
course nobody would), his error, 29,999.70, would say quite plainly 
that he had transposed figures in the tenths and tens of thousands 
columns, and that they differed by 3, since 27 is 3 times 9.
We have now arrived at theorem 3: In a transposition of sepa­
rated figures, the error will contain P's between the columns in which 
the transposition occurs. The remaining digits will show the differ­
ence between the transposed digits, as in theorem 2.
An apparent exception occurs when the difference between the 
transposed digits is 1, like 251.00 posted as 152.00, where the error 
is 99. Then there is a naught in the hundreds column, but it 
doesn’t show. (Naught from 9 is 9, and 9 goes into 9 once.) As a 
matter of fact, the difference between the digits in a transposition 
of alternate digits is the number of times the error contains 99. 
If they are separated by another column it is 999, and so on.
A not unusual error that comes under the head of transpositions 
is the writing of dollars for cents or cents for dollars. The result­
ing error, in addition to being a multiple of 9, is a multiple of 11, 
the reason being that it is 99/100 of the amount transposed, if 
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dollars, or 99 times the amount, if cents. Suppose 42.00 is posted 
as .42. The error would be 41.58. In analyzing this, we note 
that being a multiple of 9 it is apt to be a transposition, but it 
bears no resemblance to those already discussed. If we add the 
alternate digits we find that they are equal (4+5 = 1+8), which 
proves that it is a multiple of 11. These conditions point some­
what definitely to a dollars-for-cents posting, and the mutilated 
item will be the complement of the cents in the error, that is to 
say, the amount that would have to be added to these cents to 
make 1.00; in this case, .42.
So we establish theorem 4: When dollars are posted cents, the 
error is a multiple of 9 and of 11. The item misposted is the comple­
ment of the cents in the error.
There are plenty of errors divisible by 99 that are not caused by 
a dollars-for-cents posting. Any of the alternate digit variety 
discussed with theorem 3 are of that order, but they do not 
generally look like these, which can never have more than two 
digits to the left of the decimal point, and always have odd cents.
A possible though rather unusual error may arise through post­
ing an amount one column to left or right of where it should be. 
Most such errors occur when the item is in even tens, hundreds or 
thousands, when theorem 2 operates. For example, 40.00 posted 
as 4.00 gives an error of 36.00, which is 4 times 9, hence the differ­
ence between the transposed digits is 4. It would be exactly the 
same if 40,000.00 were posted as 4,000.00, the naughts in the error 
pointing out the columns where the trouble lies. But now let us 
suppose that a very sleepy bookkeeper posted 52.00 as 5.20. This 
gives an error of 46.80. We may analyze it as a probable trans­
position, but it is certainly not a simple or usual one. As an ex­
periment, we divide it by 9 and get 5.20. In such a case it would 
perhaps pay to look up the 52.00 and 5.20 items, but an error of 
this sort can be brought about in so many ways that too much 
time should not be spent in tracing it as a form of transposition.
However, here is theorem 5 for what it is worth: When a number 
is posted one column left or right of its proper position, as by moving 
the decimal point one place, the quotient found by dividing the error 
by 9 is the amount misposted. This error might occur with larger 
amounts. For example, 235.72 might be entered on a list as 
2,357.20. Adding machines are more liable to this sort of mistake 
than brains. The error would be 2121.48. One ninth of it is 
235.72. It would certainly pay to look for such an item.
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It would be possible to shove a whole number along a couple of 
decimal places, like posting 268.00 as 2.68. This is not one 
alternate transposition, but three. The error is 265.32, and of 
course is divisible by 99. The trail is very dim here, but dividing 
by 99 gives 2.68, which is something of a clue. This is interesting, 
but hardly worthy the dignity of a theorem.
If a bookkeeper is so unfortunate as to make two transpositions 
in the same month, he is simply out of luck. Sometimes the 
character of the error may give a hint, but ordinarily the solution 
is buried so deep that digging is wasted effort. Suppose his bal­
ance to be out 27.72. The digits add up to 18—evidently a 
transposition. Theorem 2 is useless—too many figures. Like­
wise theorem 3—no intermediate 9’s. Two plus 7 being equal to 
7 plus 2, it is divisible by 11, so we take the complement of the 
cents and decide that he has posted 28.00 as .28, as in theorem4. 
Our hunt for such an item proves vain. Then we try theorem 5. 
Dividing the number by 9, we get 3.08, so it may be 3.08 posted 
as 30.80, or vice versa. More time wasted on that and nothing 
found. So we begin to check postings, and it finally develops 
that 52.00 was posted as 25.00, and at another time .91 was posted 
as .19. It is best to stick to one transposition a month. Still, 
even in this case our theorems would be a help, for, after checking 
far enough to find the first mistake, the 27.00 would be eliminated 
and the remaining error of .72 could be found by hunting up items 
whose cents columns differ by 8. Thus a complete check of all 
postings would be avoided.
It is evident from what has been said, that, while the theorems 
given are based on infallible laws of mathematics, there is consider­
able uncertainty in their application to the problems which we are 
studying, since different kinds of mistakes sometimes bring about 
similar results, and an error that plainly appears to come under 
one heading turns out to be something else entirely. There is not 
even any certainty that it is a transposition at all, though divisible 
by 9, for about one-tenth of all postings are multiples of 9 any 
way. So I reiterate that all I have done is to provide a series of 
hunches, to be given in each instance the weight that seems to be 
justified by the conditions. They have been useful to me, and I 
hope they may prove so to others.
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Depreciation and Retirement Problems of Utilities
By M. L. Seidman
Because many light and power companies, railroads and other 
public-utility corporations, subject to government regulation, 
keep their books on the retirement-expense basis, some of them 
are deducting inadequate depreciation for operating and income- 
tax purposes. Correspondingly, their accumulated depreciation 
reserves are also inadequate.
Whatever advantage these companies claim for continuation 
of the retirement-expense basis, they would nevertheless like to 
obtain the benefit of an adequate and proper depreciation deduc­
tion for income-tax purposes—this, provided they can continue to 
keep their books and make their reports to the various regulatory 
commissions in the same manner as heretofore and provided, 
further, that such procedure will have no detrimental effect upon 
the rate base, that is, the investment upon which they are en­
titled to earn a fair return.
It is my purpose to show that regardless of the method of 
bookkeeping employed by such companies and their system of 
accounting for depreciation and retirements, they are entitled to 
and can obtain a proper depreciation deduction for income-tax 
purposes. Neither their method of accounting nor their depre­
ciation deductions for income-tax purposes can have any bear­
ing upon their rate base.
It will perhaps be best to review briefly the fundamental 
differences between depreciation accounting and retirement- 
expense accounting, purely as a bookkeeping proposition.
Depreciation vs. Retirement Accounting
In a recent case before the interstate commerce commission, 
involving the question of annual depreciation, Commissioner 
Eastman, in distinguishing between depreciation and retirement 
accounting, concluded as follows:
“Most property used by telephone companies is retired from 
time to time for various reasons, the loss involved in such retire­
ment being an expense of operation. Broadly speaking, there 
are three methods of accounting for such loss: (a) it may be 
charged in bulk at the time of retirement of the unit; (b) it may 
be anticipated and spread over the service life of the unit, or, (c)
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it may be spread over a period subsequent to the retirement. 
Of these, (b) may be termed ‘depreciation accounting,’ (a) ‘re­
tirement accounting,’ and (c) ‘future accounting’.”
That is a pretty good resumé of the subject.
The matter of depreciation against retirement expense has 
been a controversial one for some time and volumes have been 
written on the subject by engineers, accountants and public­
utility experts. In general, it may be said that under depreciation 
accounting the loss caused by the retirement of a property unit 
is charged to operating expense over the estimated useful life of 
the unit; while, under retirement accounting, this loss is charged 
off in total against the year when the retirement occurs.
Retirement accounting is, therefore, a means of postponing 
charges for the loss resulting from depreciation to the time when 
such loss is completely realized. And, the accumulated depre­
ciation reserve represents the extent to which the cost of property 
consumed in service has to date been charged off against opera­
tions, while the retirement reserve is nothing more than a renewal 
reserve to equalize from year to year, as nearly as may be, the 
charges to operating expense for fixed capital completely consumed 
and retired.
John Bauer, public-utility consultant, and a strong depredation­
ist, in his book Effective Regulation of Public Utilities, in discussing 
the effect of one policy as against the other, with regard to the 
accumulated reserve in each case, comments upon the subject 
thus:
‘‘The proponents of this view (retirement accounting) draw 
a sharp distinction between such a retirement or renewal reserve 
and the depreciation reserve of our discussion. The latter would 
reach during the life of any company, especially as a fair average 
settled condition is reached, 25 to 40 or even 50% of the original 
cost of the properties in service. The opponents of depreciation 
insist that such large reserves are never needed for the purpose 
of actual renewals or retirements, and that their accumulation 
merely imposes upon the public an unjustified burden. Their 
counter-proposal of a renewal or retirement reserve would never 
result in the accumulation of a large amount. It would prob­
ably never exceed 5 % of the original cost of the properties in service 
at any time. Its sole purpose would be to equalize approxi­
mately the actual renewals or retirements from year to year.”
Taking two actual cases from experience for comparison, that 
of the New York Telephone Co., which is on the depreciation 
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basis, and the New York Consolidated Gas Co., which is on the 
retirement-reserve basis, the point of difference is made quite 
clear. Thus on December 31, 1929, the telephone company’s de­
preciation reserve was approximately 26% of its fixed capital, 
whereas the gas company’s reserve on the same date was less than 
1% of its fixed capital.
So far as current depreciation charges and retirement-expense 
charges are concerned, it appears that in the telephone case the 
annual depreciation charges have come to approximately the 
amount of its annual retirements, so that the important effect of 
depreciation accounting is now more upon the company’s bal­
ance-sheet than upon its operating statement. This is exactly 
the result to be expected in the case of a company whose prop­
erties have reached a fair average settled condition. Thus, 
during the eleven years ended December 31, 1929, the telephone 
company’s depreciation reserve varied between 26% and 30% 
of its fixed capital, and its annual depreciation deduction averaged 
about 5% of its fixed capital.
In the case of the Consolidated Gas Co., since it is not on a 
depreciation basis, similar figures are not available, but from a 
review of such figures as are available, it appears quite probable 
that the same relationship between retirements and depreciation 
would exist in the gas company case were it on a depreciation 
instead of a retirement-reserve basis. Evidently, to a company 
whose property has reached a fair average settled condition, it 
makes little difference so far as net income is concerned whether 
it employs depreciation accounting or retirement-expense ac­
counting. When its property is old enough, current retirements 
will equal or exceed a fair annual depreciation charge. That, 
however, is not true in the case of a young, rapidly growing 
property. Here, retirements in the early years are necessarily 
small as compared with an older property. Under depreciation 
accounting, such retirements are anticipated from the very 
beginning as the property is consumed in service from year to 
year, and the total cost is spread proportionately over the entire 
life of the property.
Although there may have been controversy in other quarters, 
there has been no disagreement over the necessity for an annual 
depreciation deduction, so far as our income-tax laws are con­
cerned. Here, property partly consumed or worn down in one 
year’s operations, can not be ignored for the time being and 
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charged off later against the income of another year when the 
complete unit is retired and the entire loss actually realized. For 
income-tax purposes, each year must give full effect to all deducti­
ble-expense factors, including a reasonable allowance for depre­
ciation, applicable to that year’s income. Furthermore, a depre­
ciation deduction allowable in one year can not be taken in any 
other year. Each year is a distinct entity and must give recog­
nition to all the income and expense factors applicable to its 
operations.
Let us, therefore, see exactly what is the status of companies 
which are on a retirement-expense basis in their accounting and 
desire to be on a depreciation basis for income-tax purposes.
Depreciation for Federal Income-tax Purposes
Our income-tax law makes the following provision regarding 
an annual depreciation deduction:
A reasonable allowance for the exhaustion, wear and tear of 
property used in the trade or business, including a reasonable 
allowance for obsolescence.
The treasury department regulations, explaining and amplify­
ing the law on the point, label the deduction as “depreciation” 
and explain that “the proper allowance for such depreciation is 
the amount which should be set aside for the taxable year in 
accordance with a reasonably consistent plan (not necessarily at 
a uniform rate), whereby the aggregate of the amounts so set 
aside, plus the salvage value, will, at the end of the useful life of 
the property, equal the cost (or other basis). Thus, the law and 
regulations recognize that capital charges made at the time of 
the construction or installation of property represent expendi­
tures for the benefit of the future, and that they should therefore 
be charged to operations gradually over the life of the property as 
the property is employed and consumed in service. This con­
cept of an annual depreciation allowance, based upon cost and 
spread over the useful life of the property has, for tax purposes, 
been thoroughly adjudicated. The final word on the subject 
was spoken by the United States supreme court in the case of 
United States v. Ludey (274 U. S. 295), where it was held that
The amount of the allowance for depreciation is the sum which 
shall be set aside for the taxable year in order that at the end of 
the useful life of the plant in the business, the aggregate of the 
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sums set aside will (with the salvage value) suffice to provide an 
amount equal to the original cost.
While considering the annual depreciation deduction, it is 
well to repeat that each accounting period is a separate entity 
and must be charged with its proportionate share of the cost of 
the particular property consumed in service and reasonably 
applicable to the particular year. Any amount not deducted in 
one year, if applicable to that year, can not under the law be 
deducted in any other year. It is accordingly further provided 
that when property is retired, abandoned, sold, or otherwise dis­
posed of, it is not its total cost that is chargeable against the 
income of the year in which such a disposition took place, but 
rather the cost, “less the amount of the deductions for exhaus­
tion, wear and tear, obsolescence, amortization and depletion, 
which have since the acquisition of the property been allowable 
in respect to such property.”
Any amounts of depreciation so allowable from year to year, 
over the entire life of the property, whether or not such deduc­
tions were claimed by the taxpayer or formerly allowed, are not 
deductible in the year when the property is retired or other 
disposition of it is made. The depreciation allowable in prior 
years is not to be deducted in the year of complete retirement, 
no matter what such deduction is called when the property is re­
tired. As far as the tax law is concerned, the deduction is either 
taken in the year when it is allowable, or it can not be taken at 
all at any time and in any form.
Depreciation Deductions Need Not Appear on Taxpayer’s 
Books of Account
The income-tax bureau, many years ago, was confronted 
with the question of the propriety of depreciation deductions on 
tax returns or through refund claims where such deductions have 
not been made on the taxpayer’s books of account. This ques­
tion came up particularly in the case of taxpayers who are sub­
ject to the regulation of various commissions and governmental 
departments, other than the federal income-tax department. It 
was decided to give recognition to any conflict existing between 
accounting practices required by the treasury department for 
income-tax purposes and those of other regulatory bodies. 
Voluntary accounting practices, although not consistent with 
treasury-department requirements, have also been recognized.
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In the case of national and state banks, requirements of the 
various banking departments are often completely at variance 
with income-tax requirements, and the net income for tax pur­
poses is often entirely different from that for banking-depart­
ment purposes. The treasury department, recognizing this con­
flict, has provided that in such cases a memorandum record be 
kept of the differences. For depreciation accounting particu­
larly, the treasury department provides that:
Where the taxpayer desires or finds it necessary to maintain 
auxiliary records for this purpose, the use of such records is per­
missible and the amounts of depreciation entered thereon, if 
otherwise allowable, will be considered as having been sufficiently 
recorded, provided that such auxiliary records disclose all details 
essential to the determination of the allowable deduction for 
depreciation, are reconciled with the general books and are avail­
able to bureau representatives in the examination and audit of 
returns.
Quite evidently then, a proper depreciation allowance for 
income-tax purposes does not depend upon the method of book­
keeping employed by a taxpayer. If he is otherwise entitled to 
the deduction, it will be allowed; so taxpayers may, on their tax 
returns, deduct an amount of depreciation otherwise allowable, 
without the necessity of changing their present accounting 
practices and without in any other way altering their procedure 
regarding retirement expense and retirement reserve.
Depreciation as a Factor in the Rate Base
What has undoubtedly added to the confusion of the retire­
ment-expense and depreciation controversy, particularly in the 
case of utility accounting, is the fact that the various state 
commissions themselves have not had a definite policy on the 
subject. Thus, for instance, in the scheme of the New York 
public service commission, telephone companies are on the depre­
ciation basis, while gas and electric companies are generally on the 
retirement-expense or retirement-reserve basis. The interstate 
commerce commission has been guilty of similar inconsistencies. 
Telephone companies, subject to its jurisdiction, have generally 
been on a depreciation basis. Railroads have been more or less 
on an optional basis, except for rolling stock which has been made * 
subject to an annual depreciation provision. But steps have al­
ready been taken to eliminate these inconsistencies, at least so
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far as the interstate commerce commission is concerned. Some 
years ago, of its own volition, it initiated hearings concerning the 
need for an annual depreciation provision in utility and railroad 
accounting. Primarily, the commission was seeking uniformity 
and accuracy in the determination of net income by all the com­
panies coming under its jurisdiction.
Certain intermediate decisions were rendered on the subject. 
These were made the basis of further controversy and the whole 
matter was eventually consolidated into a single case (I. C. C. 
No. 14,700). Various ex-parte hearings were held in this case 
and a decision was rendered on July 28, 1931.
At these hearings many utility interests were represented in 
one form or another. Representatives of the National Electric 
Light Association and the American Gas Association opposed 
depreciation accounting, but advocated retirement accounting, 
coupled with an optional retirement reserve. The telephone 
companies contended for depreciation accounting as that most 
accurately reflecting current earnings, but they insisted that the 
accumulated depreciation reserve can not be a factor for rate­
making purposes. Railroad companies contended quite gen­
erally for the retirement-expense basis for everything except 
equipment which, since 1920, has already been on a deprecia­
tion accounting basis. The commission, in its order effective 
January 1, 1933, places all companies coming under its jurisdic­
tion on a depreciation accounting basis.
As already stated, this entire controversy before the commission 
in this case was not one of fixing a rate-base but for the purpose 
of determining accurately annual net earnings and to obtain some 
degree of uniformity so far as the depreciation factor is concerned. 
The question of depreciation as a rate-base factor has had the 
consideration of the United States supreme court on various oc­
casions and is definitely determined. Thus, to begin with, it 
laid down the rule in the early Consolidated Gas Co. case (212 
U. S. 19), the Southwestern Telephone case (262 U. S. 276), the 
O'Fallon case (279 U. S. 461) and in many others, that in deter­
mining the value of property for rate-base purposes, due con­
sideration must be given to present or reproduction value.
In the Indianapolis Water Co. case (272 U. S. 400), as well as 
that of Pacific Gas Co. (265 U. S. 403), the principle was laid that 
the depreciation deduction from present value new must be 
based upon an actual examination of the property, and also that 
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the extent by which property has been reduced in value because 
of wear and tear and deterioration is a question of fact to be 
determined as of the date of the investigation, and not by a 
“Straight-line calculation based on the age and the estimated 
or assumed useful life of perishable elements.”
In the New Jersey Telephone Co. case (271 U. S. 23) the court 
had before it the proposition of a company which had actually 
been deducting regularly in its accounts an amount of depreci­
ation which upon an examination of the property for rate-base 
purposes was considered to have been excessive. The company 
had thus accumulated a reserve which was alleged to “result in 
an excessive amount of depreciation expense and so created in 
the reserve account balances greater than required adequately 
to maintain the property.”
The commission in the first instance sought to deduct from 
the company’s fixed capital, entitled to earn a fair return, the 
amount of the accumulated depreciation reserve shown by the 
company’s books. The company contended for the smaller 
amount of observed depreciation as of the date of examination, 
regardless of the amount of the reserve shown by its books.
The court, in upholding the company, reiterated the principle 
that regulation may not deny the utility the chance to earn a 
reasonable rate of return upon the value of the property at the 
time of the investigation and emphasized the fact that there is 
no necessary relationship between annual depreciation deductions 
on a cost basis and actual observed depreciation for rate-base 
purposes. In refusing to consider the public service commission’s 
contentions for the deduction from present value of the excessive 
amount paid by customers of the telephone company in the past, 
the court said:
Customers pay for service, not for the property used to render 
it. Their payments are not contributions to depreciation or 
other operating expenses, or to capital of the company. By 
paying bills for service they do not acquire any interest, legal or 
equitable, in the property used for their convenience or in the 
funds of the company. Property paid for out of moneys re­
ceived for service belongs to the company, just as does that 
purchased out of proceeds of its bonds and stock.
In the case of United Railways Electric Company of Baltimore 
(280 U. S. 234) the court laid down the rule that the allowance 
for annual depreciation for “fair return” purposes must also be 
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based on present value—this in spite of the fact that for income- 
tax purposes in the Ludey case, previously mentioned, the allow­
ances for annual depreciation must be based on cost.
Thus, in the United Railways case, the court states:
It is the settled rule of this court that the rate-base is present 
value and it would be wholly illegal to adopt a different rule for 
depreciation.
The court then continues:
There is no principle to sustain a holding that a utility may 
earn on the present fair value of its property devoted to public 
service, but that it must accept and the public must pay, depre­
ciation on book cost or investment cost, regardless of present fair 
value.
The United States supreme court is thus definitely committed 
to actual observed depreciation on present replacement value for 
rate-base purposes. And even for current operating purposes in 
the case of a utility, the annual depreciation allowance must be 
based on present reproductive value, not on cost. Any deduction, 
therefore, which a utility has taken upon its books or otherwise, 
that is based upon original cost, is not necessarily a proper deduc­
tion for rate-making purposes, yet it is the only proper deduction 
for income-tax purposes, as the court has said in the Ludey case. 
Logically, therefore, the court concludes in the New Jersey Tele­
phone case that any accumulated depreciation reserve based upon 
original cost is not a factor to be considered in fixing the amount 
upon which a utility is entitled to earn a fair return.
From all of this it can undoubtedly be inferred that, regardless 
of the method of bookkeeping employed by public-utility com­
panies and regardless of their system of accounting for deprecia­
tion and retirements, they are entitled to and can obtain a proper 
depreciation deduction for income-tax purposes; also, that neither 
their system of accounting nor the depreciation deduction on their 
tax returns can have any bearing upon the amount of their invest­
ment upon which they are entitled to earn a fair return.
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[Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editor 
of the Students' Department.]
Illinois C. P. A. Examination
This department has received several requests to solve the following problem 
which was set by the University of Illinois, board of examiners in accountancy, 
on November 19, 1931, in the examination in practical accountancy. The 
printed problem shows the unearned income from finance charges of $6,225 as 
at June 30, 1930. However, I believe that this is a typographical error and 
that the date should read June 30, 1931, as no information is given or suggested 
in the problem which would enable the candidate to determine the amount of 
the unearned income from finance charges at June 30, 1931. Accordingly, the 
problem has been changed in this respect.
Problem:
From the following information, you are asked to prepare a balance-sheet as 
of June 30, 1931, of the M Company which is to be used for credit purposes, 






Notes receivable (for machines sold on deferred 
time payments)................................................
Accounts receivable (for machines sold on open ac­
count and for repairs).....................................
Reserve for loss on customers’ receivables............
Unexpired fire insurance premiums........................
Cash surrender value of officer’s life insurance 
policy on which the M Company is beneficiary
Material inventory, June 30, 1930.........................
Material purchases, July 1, 1930, to June 30, 1931
Cost of material used in manufacture and cost of 
repairs sold.......................................................
Factory and office equipment.................................
Reserve for depreciation of factory and office equip­
ment .................................................................
Automobiles used by salesmen...............................




Accrued office and factory salaries.........................
Unearned income from finance charges at June 30,
1931................. . ..................................................
Reserve for advertising...........................................





























Dividends paid on preferred stock, fiscal year end­
ing June 30, 1931.............................................
Capital stock, 7% preferred, par value $100 a share, 
authorized and issued......................................
Capital stock, 2,000 shares of common stock, no-par 
value, authorized and issued...........................
Surplus.....................................................................
Machine sales, 586 units at $600 each...................
Machine repair sales...............................................
Material cost of machines manufactured..............
Material cost of repairs sold...................................
Direct labor on machines manufactured................
Direct labor on repairs sold....................................
Indirect labor—superintendent’s salary.................
Freight and cartage on machines shipped.............
Parcel post and shipping expense on repairs sold . 










Depreciation on automobiles and fixtures.............
Premiums on officer’s life insurance policy............
Loss on bad accounts..............................................
Other general expenses............................................































The books of the M Corporation are on the accrual basis with the fiscal year 
ending June 30. The company is engaged in the manufacture and sale of a 
paint-spraying machine. The sales price of the machine is $600 if paid for in 
cash within thirty days. A charge of $30 is made for interest and financing 
expense on deferred payment sales which are evidenced by conditional-sales 
contracts and twelve notes, payable monthly.
During the past fiscal year the company adopted the policy of sending 
machines out on sixty days’ trial. The bookkeeper regards such trial orders 
as regular sales. At June 30, 1931, an analysis of accounts receivable disclosed 
forty trial orders. Of this number, twenty machines were placed by salesmen 
on which a credit of $100 per machine had been made in their unearned com­
mission accounts in the salesmen’s commission ledger.





Former salesman, considered uncollectible............ $ 6,342.50 $ 100.00




The twenty trial sales mentioned above were made by active salesmen. 
In view of the past experience of the company with drawing accounts of active 
salesmen, a reserve of 50 per cent of the excess of advances over unearned 
commissions should be established.
As authorized by the board of directors, the president of the company, owner 
of 50 per cent of the outstanding stock, and the only officer receiving compen­
sation for his services, is given as salary an amount equal to 25 per cent of the 
annual net profit of the company before deducting federal income tax and the 
salary as an expense. During the year the bookkeeper has made an entry each 
month debiting officer’s salary account and crediting accrued officer’s salary 
account for $2,000.
In the manufacture of the paint-spraying machines, the M Company buys 
the castings and other parts required to assemble a complete machine. A 
perpetual inventory record is maintained, and at June 30, 1931, all records, in­
cluding the accounts in the general ledger, were adjusted to conform to the 
physical inventory taken on that date. Test-checks indicate that the pricing 
is at cost or market, whichever was the lower, and that extensions, footings, and 
quantities were correct. No completed or partially completed machines were 
in stock at either the opening or closing inventory dates.
You are to consider that three-fourths of the rent, fire, insurance, and per­
sonal property tax is applicable to the factory, and the balance to the general 
office. Also, all factory overhead is to be distributed between the cost of 
machines manufactured and the cost of repair sales on the basis of direct labor 
cost.
For the purpose of establishing a reserve for magazine advertising to be used 
during the ensuing fiscal period, the company authorized the bookkeeper to 
debit printing and advertising account and credit reserve for advertising ac­
count $10 for each machine sold during the current fiscal period.
The reserve for loss on customers’ receivables is considered ample.
The federal income tax liability of the M Company should be determined 
as of June 30, 1931, at 12 per cent.
Solution:
A problem of this type, in which a candidate or student is given a long trial 
balance, which necessitates relatively few adjustments to present the required 
statements, should be solved without the preparation of a working trial balance, 
unless working papers are specifically asked for by the examiners. The time 
which would be spent in copying the trial balance into the trial balance working 
papers can be conserved, and excellent results can be obtained, if the candidate 
uses for his working papers the trial balance given to him in the problem, on 
which to note the adjustments as increases or decreases of the trial balance 
amounts.
While journal entries expressing the adjustments are not necessary in solving 
this problem, they are used in this solution for explanatory purposes only. 
The “postings” of these entries to the trial balance are shown in italics.
After the first reading of the problem, it is apparent that the statement of the 
cost of goods manufactured and sold can be prepared without making any ad­
justments, other than that for the inventory of the 40 machines out on trial. 
The pro-rating of three-fourths of the rent, fire insurance, and personal property 
tax can be computed on scratch paper.
By reference to exhibit C, it will be noted that—
1. The inventory of raw materials at June 30, 1931, represents the difference 
between the trial balance amounts of the inventory at June 30, 1930, plus the 
material purchases, less the cost of material charged out of these accounts.
2. The factory overhead, including only three-fourths of the total expense for 
rent, fire insurance, and personal property taxes is distributed on the basis of
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direct labor, 6/7 and 1/7, to the cost of machines and the cost of repair parts, 
respectively.
3. The cost of the 40 machines out on trial was determined by taking 40/586 
of the cost of manufacturing the 586 machines produced during the year.
The candidate should record these inventories on his trial balance for 
balance-sheet purposes as shown in the following explanatory entries.
(1)
Inventory—raw materials........................................ . $23,625.77
Materials purchased................................................ $23,625.77
To record the inventory of raw materials at June
30, 1931.
(2)
Inventory—machines on approval............................. 7,720.00
Cost of goods sold................................................... 7,720.00
To record the cost of the 40 machines at $193 
each which were out on approval on June 30, 1931.
Having obtained the costs of machines and repair parts sold, the candidate 
may now proceed with the preparation of the profit-and-loss statement, by 
posting the adjustments for the following:
(3) 
Machine sales......... ............   $24,000.00
Accounts receivable.................. . ............................
To reverse the entries recording the trial orders
(40 at $600 each) as sales.
(4) 




To reverse the credits allowed to salesmen on the 
machines out on trial (20 at $100 each).
(5)
Loss on advances to salesmen.................................... 9,486.95
Salesmen’s commission ledger................................




















Advances to salesmen................................................. $18,445.90
Unearned commissions............................................ $11,957.00
Reserve for losses.................................................... 3,244.45
Salesmen’s commissions ledger............................... 3,244.45
To distribute the balance in the salesmen’s com­
missions ledger.
An adjustment should be made to relieve the printing and advertising ex­
pense account of the $5,860 charged thereto at the rate of $10 per machine 
sold and out on trial. The reserve for advertising represents an appropriation 
of surplus and should have been charged to that account rather than to an 
expense account. The amount set aside for the 40 machines out on trial should 
be charged to the reserve for advertising account to reduce the balance therein 
to $5,460, based upon $10 for each machine actually sold.
(7)
Reserve for advertising............................................... $ 400.00
Surplus......................................................................... 5,460.00
Printing and advertising......................................... $5,860.00
To adjust the reserve for advertising and to trans­
fer charge to surplus account as explained above.
The amount to be charged as officer’s salary is dependent upon the amount 
of profit before officer’s salary and provision for federal income tax. So that at 
this point the statement of profit and loss exclusive of officer’s salary should be 
prepared. A rough calculation shows:
Gross profit................................................................ $244,250.15
Interest and finance charges..................................... 16,199.84
Total................................................................... $260,449.99
Expenses.................................................................... 97,017.25
Profit before officer’s salary and tax.................... $163,432.74
25% thereof....................................................... $ 40,858.19





To set up the additional accrued officer’s salary 
(per above).
Having obtained all of the data necessary for the profit-and-loss statement, 
the candidate may now compute the federal income tax liability.
$ 16,858.19
$16,858.19
Net profit, after officer’s salary................................ $122,574.55
Add—premium on life insurance (non-deductible).. 753.90
Taxable income...................................................... $123,328.45
Tax 12% thereof............................................... $ 14,799.41
465
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(9)
Surplus....................................................................... $14,799.41
Federal income tax payable.................................. $14,799.41
To record the income tax liability for the year
ended June 30, 1931.
The following is an exact copy of the trial balance of M Company as at June 
30, 1931, contained in the problem with the nine adjustments explained in the 
foregoing comments “posted” thereto. These postings are italicized to repre­
sent the pencil notations of the candidate. The keying of the adjustments is 
unnecessary but is used to aid the reader in following the solution. The few 
additions or subtractions to the trial balance amounts are simple and can be 
made as the balance-sheet, statements of cost of goods sold, and profit and loss 
are being prepared.
Some candidates may find it helpful to note the classification of the accounts 






Cost of goods sold.......................................... CG
Revenue.......................................................... R
Expenses......................................................... E
This code may be broken down to a much wider range.
M Company
Balance-sheet—June 30, 1931 
Assets
Current Assets:








bad debts........... 6,613.77 69,514.58 269,949.75
Inventories:
Raw materials. ... $ 23,625.77
Machines on ap­
proval............. 7,720.00 31,345.77 $306,970.65
Prepaid expenses:
Advances to salesmen $18,445.90
Less—unearned com­





losses...................... $ 3,244.45 $ 3,244.45
Unexpired fire insur­
ance premiums.... 749.49 $ 3,993.94
Cash surrender value— 
life insurance.........  773.50
Capital assets: 
Reserve for Carrying
Kind Cost Depreciation Value
Factory and office
equipment............. $ 8,398.54 $ 5,831.47 $ 2,567.07
Automobiles.............. 5,590.00 615.60 4,974.40
Totals................ $13,988.54 $ 6,447.07 $ 7,541.47 7,541.47
$319,279.56




Accrued office and factory salaries 
Dividend payable—common stock 






Unearned income from finance charges 
Net worth:
Capital stock:
7 % Preferred—authorized and 
issued, 500 shares of a par 
value of $100 each.............
Common—authorized and is­
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M Company
Analysis of surplus account
For the year ended June 30, 1931
Balance, June 30, 1930..................... $109,147.19
Add—Net profit for the year ended
June 30, 1931 (exhibit B).............. 107,775.14 $216,922.33
Deduct:
Dividends on:
Preferred stock.......................... $ 3,500.00
Common stock.......................... 47,000.00 $ 50,500.00
Appropriation for reserve for ad­
vertising ..................................... 5,460.00 55,960.00
Balance, June 30, 1931..................... $160,962.33
M Company























Gross profit on sales........ ................. $220,077.70 $24,172.45 $244,250.15





Commissions allowed salesmen. . . 





Depreciation on automobiles and 
fixtures...................................
Premiums on officer’s life insurance 
policy......................................















Other general expenses................. $13,071.79
Total.......................................... $137,875.44
Profit from operations......................
Interest and finance charges earned
$106,374.71
on deferred time sales...................
Net profit for the year, before pro-
16,199.84
vision for federal income taxes.... $122,574.55
Federal income tax........................... 14,799.41
Net profit for the year......................
M Company
$107,775.14






Inventory, June 30, 1930.............. $16,708.35
Purchases....................................... 94,790.57
Total.......................................... $111,498.92
Inventory, June 30, 1931.............. 23,625.77


















Cost of manufacturing...................... $113,098.00
Deduct—finished machines at cost
$9,023.93 $122,121.93
40/586 of $113,098.00................... 7,720.00 7,720.00
Cost of goods manufactured and sold $105,378.00 $9,023.93 $114,401.93
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If the unearned income from finance charges of $6,225 were stated cor­
rectly to be as at June 30, 1930, this amount would have to be considered as 
fully earned during the year ended June 30, 1931. The effect on the above 
solution would be:
1. As to officer’s salary:
Profit from operations, per solution.......................................... $106,374.71
Add:
Income from finance charges:
Unearned at June 30, 1930.......................... $ 6,225.00
Interest and finance charges earned during 
the year, exclusive of those outstanding 
at beginning of fiscal year and consider­
ing none to be unearned at June 30,1931.. 16,199.84 22,424.84
Net profit before taxes............................................................... $128,799.55
Add—officer’s salary................................................................... 40,858.19
Net profit before officer's salary .............................................. $169,657.74
Adjusted officer's salary—25% of $169,657.74.......................... $ 42,414.44
2. As to federal income tax: =====
Net profit before officer’s salary per above.............................. $169,657.74
Deduct—officer’s salary as adjusted............................   42,414.44
Net profit before taxes............................................................... $127,243.30
Add—premiums on officer’s life insurance policy....................... 753.90
Taxable income.......................................................................... $127,997.20
Provision for federal income tax—12% of above..................... $ 15,359.66
3. As to net profit for the year: =====
Net profit before taxes, per above............................................ $127,243.30
Deduct—provision for federal income tax................................. 15,359.66
Net profit for the year, as adjusted.......................................... $111,883.64
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[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in­
formation. The executive committee of the American Institute of Accountants, 
in authorizing the publication of this matter, distinctly disclaims any re­
sponsibility for the views expressed. The answers given by those who reply are 
purely personal opinions. They are not in any sense an expression of the In­
stitute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
INTEREST PAYABLE DURING CONSTRUCTION
Question: I am one of the receivers of the X Hotel Corporation. One of the 
auditors feel that certain of the items can not be handled the way I would like 
to have them and we would both greatly appreciate an expression on the matter.
The problem relates to how we should treat interest payable on certain 
notes, the proceeds of which were used in the construction of the X hotel. The 
corporation was organized April 9, 1930. It thereupon assumed payment of 
certain notes, the proceeds of which were used for the construction of the X 
hotel. It also assumed payment of interest on these notes from December 1, 
1929. For the purposes of this letter, you may consider that the hotel was 
completed October 1, 1930, and after that was in operation.
You will note therefore that there are three periods:
1. December 1, 1929, to April 9, 1930, period for which corporation 
assumed payment of interest but in which the corporation itself was not in 
existence.
2. April 9, 1930, to October 1, 1930, period during which corporation was 
in existence but had no income. Hotel was being constructed during this 
period.
3. October 1, 1930, onward, period of operation of hotel.
Mr. Doe is of opinion that the interest applicable to the first two periods, 
that is, the pre-corporation period and the construction period up to October 1, 
1930, should be charged to the cost of the hotel building as a capital expenditure. 
He has shown me several books on accountancy indicating that this may be 
done.
I believe that there is some discretion in a matter of this sort, and that it 
would be permissible and would also be considered good accounting to handle 
the matter in the following way:
The interest for the pre-corporation period, that is, from December 1, 1929, 
to April 9, 1930, payment of which the corporation assumed April 9, 1930, 
should be capitalized as of April 9, 1930, as “pre-organization loan expense.”
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This should then be amortized over the remaining life of the loan just like so 
much additional interest.
The interest applicable to the period from April 9, 1930, to October 1, 1930, 
that is, the period after the corporation was organized but during the construc­
tion of the building, should be considered simply as interest and would be 
treated as a deduction from income, thus resulting in a loss for the period. It 
would not be capitalized at all.
I feel that my method is more conservative than Mr. Doe’s. I think that it is 
just as logical to consider this interest as a cost of getting the money as it is a 
part of the cost of the building. It seems to me that it would be conservative 
and would be good accounting to get all of this interest and finance charge out 
of the way during the course of the loan, as I propose doing, and not to have it 
added to the cost of the building where it would stay on the books long after the 
loan had been paid off.
I also have in mind that by considering this interest as an income item a 
better showing is made for income-tax purposes. The receivers of the corpora­
tion are, of course, obliged to prevent the imposition of any income-taxes which 
may not properly be due.
I think this fully presents the question. What we would like to know exactly 
is this:
1. According to good accounting principles, must we capitalize and charge 
to the building interest paid after the organization of the corporation but 
during the construction period on money which was used for the construction 
of the building, or
2. Is it discretionary and also consistent with good accounting not to 
capitalize the interest paid after the organization of the corporation during 
the construction period, but to consider it an income item and a proper 
deduction for computing net income for that period?
Answer No. 1: It is generally recognized that interest accruing during a 
period of construction is a proper charge to capital assets. As a matter of 
accounting theory, this treatment may be amply supported by reference to any 
of the works of well-known authors on accounting. Capitalization of interest 
during construction is prescribed for railroads and other public utilities by the 
interstate commerce commission and other regulatory bodies.
In the case of commercial concerns, while it is unquestionably correct 
theoretically to capitalize interest charges during construction, there are 
doubtless instances in which, for good and sufficient reasons, it is justifiable not 
to capitalize such interest charges. In such instances the accounts should show 
clearly the procedure followed. On the other hand, we do not see that there is 
a connection, as your correspondent suggests, between the life of a loan and the 
period during which interest accruing thereon prior to the commencement of 
operations should be written off, either directly by charges to profit-and-loss or 
indirectly through depreciation charges.
With regard to the statement that “by considering this interest as an income 
item a better showing is made for income-tax purposes,” we can not see how 
this could be the case if the effect of charging off interest during a non-operating 
period would be to produce a loss to the extent of the interest charges. In 
reporting for federal income-tax purposes, interest may, generally speaking, be 
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deducted in the period in which it has been paid or accrued in spite of the fact 
that it may have been capitalized on the books; but where this is done a corre­
sponding amount must be deducted from the relative assets in computing de­
preciation charges.
Answer No. 2: Recognized principles of accounting procedure require that 
interest paid during the course of construction of a building, where the money is 
borrowed for the purpose of financing such construction, should be capitalized 
and added to the cost of the building. It is true that under such procedure the 
cost of the building in the case given would be more than in another case where 
the owner of the property could furnish more of the required capital out of his 
own funds, but the difference in cost is an actual fact. It is not considered 
good practice to show a loss during the period of construction of the building 
merely by reason of the financing operations of the corporation in construc­
tion. Such treatment is generally not regarded as discretionary but as the only 
proper procedure in the circumstances.
The setting up of the interest for the pre-corporation period as “preorganiza­
tion loan expense,” presumably the equivalent of a discount on the loan, to be 
amortized over the life of the loan, is not in our opinion the proper procedure. 
Such interest should be treated in exactly the same manner as the interest paid 
by the corporation for the period from its organization to the completion of the 
construction of the building. Interest for the period after the completion of 
the building is, of course, charged to expense.
With respect to the tax status of the interest paid during the course of 
construction, attention is directed to Art. 561, of Reg. 74 as amended August 6, 
1931, by T. D. 4321: “. . . In computing the amount of gain or loss, however, 
the cost or other basis of the property shall be properly adjusted for any expend­
iture, receipt, loss, or other item properly chargeable to capital account, includ­
ing the cost of improvements and betterments made to the property since the 
basic date. Carrying charges, such as interest and taxes on unproductive 
property, may not be treated as items properly chargeable to capital account, 
except in the case of carrying charges paid or incurred, as the case may be, prior 
to August 6, 1931, by a taxpayer who did not elect to deduct carrying charges 
in computing net income and did not use such charges in determining his 
liability for filing returns of income. . . .” In other words, prior to August 6, 
1931, without reference to proper accounting procedure, the income-tax regula­
tions permitted the treatment of carrying charges either as a deduction from 
income or as an addition to the cost of the property in respect of which the carry­
ing charges were paid. Subsequent to August 6, 1931, such carrying charges 
could not be capitalized but were required to be treated as deductions on the 
taxpayer’s income-tax return.
Answer No. 3: The accounting rule is well established that interest accruing 
on securities issued to provide funds for construction purposes should be capital­
ized as part of the property, for the period from the date of issue of the securi­
ties to the date the construction project goes into operation.
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